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How IAS training 
meets individual needs 


Each IAS training program is “tailored to fit” the 
needs of the individual. This is accomplished through 
the IAS elective pian embracing 250 comprehensive 
study assignments, covering a wide range of accounting 
and management subjects. 

e After general accounting principles have been mas- 
tered, each IAS Diploma Course student selects from 
14 electives those leading to his specific training objec- 
tive. The electives currently available (with the number 
of comprehensive study assignments indicated) are: 


Basic Auditing (10) 

Public Auditing (20) 
Internal Auditing (20) 
Basic Cost Accounting (10) 
Advanced Cost Accounting (20) 
Corporation Accounting (10) 
Financial Analysis (10) 
Business Statistics (10) 
Management Control (20) 
Economics (10) 

Office Management (30) 
Accounting Law (10) 
Federal Income Tax (10) 
CPA Coaching (20) 





@ With this broad curriculum at his command, each 
IAS student can study first those subjects needed im- 
mediately and can then broaden his knowledge of ac- 


counting and management through study of additional 
The school’s 24-page cata- _ electives. 
logue, 1954 edition, isavailable « 
free upon request. Address 
your card or letter to the Sec- 


retary, LAS.... INTERNATIONAL ACCOUNTANTS SOCIETY, INC. 
A Correspondence School Since 1903 


209 WEST JACKSON BOULEVARD * CHICAGO 6, ILLINOIS 














“ ffalionals save us over $200,000 a year... 
repay their cost every 9 months!” 


—DOUBLEDAY & COMPANY, INC., NEW YORK 


“We depend on National Accounting Machines in our Book 
Club mail rooms and to handle our payroll and accounting 
work, We use National Cash Registers in the Doubleday 
Book Shops. The result is a complete, integrated sales- 
accounting system that provides control over all transactions, 
and also furnishes valuable information to management. 
“Our National Machines pay for themselves every 9 
months, for they save us over $200,000 a year. And 
National's ease of operation makes it simple to train operators 
and keep them happy—an- a 
other reason why we've or-— 2 £ fauwMacrn 


dered 4 more Nationals.” Treas., Doubleday & Co., Inc. 


THE NATIONAL CASH REGISTER COMPANY, barron 9, onio 


No matter what the size or type of 
your business, Nationals soon pay 
for themselves. On many jobs, Na- 
tionals do up to % of the work auto- 
matically! Call your nearby Nation- 
al representative today. Let him 
show you how much you'll save with 
the National System. 


Walional 


ACCOUNTING MACHINES 
ADDING MACHINES + CASH REGISTERS 
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PAPER WORK 


Your average business customer 
literally lives in a sea of papers... 
dozens of printed forms, slips, 
memorandums and other papers. 
He's also something of a judge of 
paper quality, selecting the weight 
and quality of his personal letter- 
heads with great care. Thus it is 
that he is quick to appreciate the 
fine quality of checks lithographed 
on La Monte Safety Papers. When 
you furnish them to him your good 
taste and discrimination matches 
his own . . . a powerful factor in 
customer relations. If you have not 
yet tried La Monte Safety Papers, 
samples are available from your 
lithographer or from us direct. 


GEORGE LA MONTE & SON 


NUTLEY + NEW JERSEY 
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THE PRESIDENT’S PAGE 


N outstanding business leader recently said that perhaps the greatest 

danger confronting successful individuals and organizations is that 
they will stop doing the things and following the policies which made 
them successful. This process was referred to as “resting on their 
laurels.” 


As individuals, and as a professional organization, we must con- 
stantly guard against indecision, disinterest, and the lackadaisical atti- 
tude which can and will move in with no invitation. In the organization, 
it could happen at both the national and the local chapter level. Let’s 
defend with every effort the gains we have made to date. Let’s continue 
to progress by setting and achieving new goals of accomplishment. We 
know we are on the right track, but a man on the right track can still 
get run over if he merely sits there. So let’s keep moving forward. 


When something needs to be done, do it! When a decision is called 
for, make it! To waver about trifles, to hesitate, to doubt, and to juggle 
probabilities upon every little matter which calls for a decision is an 
unfortunate and lamentable waste of energy. Not only is it distressing 
to one’s self, but it is also irritating to those affected by the decision, if 
and when it’s finally made. 


It is better, in my opinion, to make some mistakes than to constant- 
ly lose time and energy in debating the pros and cons of each petty 
action. If we never do anything, of course, we'll never make a mistake. 
But then we'll never accomplish anything either. We've also got to keep 
in mind the distinction between activity and accomplishment. 


I’m not suggesting here that we rush foolishly and blindly into 
every decision without first thinking the situation or problem out prop- 
erly, soundly, and objectively. Good sound judgment is still a prerequi- 
site for a quality job. 


What I am warning against is procrastination, “the thief of time.” 


We all want to improve our situation, to pepe we all have ideas 
on how we can a these objectives, both in our technical field 
and in our professional organization. 


Let’s “Progress Through Sharing” our ideas and knowledge now, 
today! 


—W. T. Hami ron. 








AUDITING USES OF STATISTICS 
UNDERLYING STATISTICAL CONCEPTS* 


By BARRY M. ROWLES’ 
Supervisor, The National Supply Company 


From the time of the firt audit test-check, there has always been 
question in the auditor’s mind as to whether the selected sample was 
adequate in size — whether it was representative — how great was the 
chance that a discrepancy of major proportions might exist in the un- 
sampled items. In the absence of any definite answer, the natural ten- 
dency was to over-sample. 


The statistician can be of great help to the auditor in analyzing 
the adequacy of present sampling methods and in developing sampling 
plans to meet audit requirements. Collaboration between statistician and 
auditor offers opportunity for the development of more effective — and 
more economical — sampling techniques. 


[* the past few years there have been many evidences of growing 
interest and activity in the application of statistical techniques to 
accounting and auditing. The writer’s participation in some of this 
activity has not been as an accountant, but as a statistician exposed 
to a few problems in the accounting and auditing areas. Therefore, the 
objective of this presentation is to review, briefly from the statistical 
standpoint, some of the features of this increasingly important blending 
of disciplines. 


COORDINATION OF STATISTICS AND AUDITING 


Although several points of mutual interest exist between auditing 
and statistics, one of immediate importance is the use of sampling tech- 
niques. In statistics these techniques have been developed and applied 
in a wide variety of areas, such as agriculture, biology, economics, 
marketing, etc. The stage has been set for some time for the adaptation 
of these techniques to comparatively untried areas, such as auditing. 





*Delivered at joint meeting of Tae Instrrute Pittsburgh Chapter and the Pittsburgh 
Chapter of the Pennsylvania Institute of C.P.A.s. 

*The research underlying this article is part of a broader study of the application of 
statistical techniques to accounting and auditing problems being carried on at the 
Graduate School of Industrial Administration, Carnegie Institute of Technology. 
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Sampling has long been an integral and necessary part of professional 
auditing practice. Therefore, it is a natural consequence that the sep- 
arate disciplines of statistics and auditing, each concerned with samp- 
ling techniques, should eventually co-ordinate their interest and exper- 
ience. 


In this co-ordination a statistician would probably never be in a 
position to make the necessary judgments and weigh the alternatives 
that must precede an application of statistics to auditing. Similarly, an 
auditor could hardly be expected to master the professional statistical 
discipline well enough to be able to apply it to his problems. Further- 
more, it is not always possible, much less efficient, to use popularized 
versions of statistical sampling methods. An independent approach by 
either the accountant or statistician can be an embarrassing example of 
how a little knowledge can be a dangerous thing. In any event, auditors 
will be required to use their judgment in sampling, whether or not 
statistical concepts are blended into their sampling plans. The statis- 
tician’s most effective role will be as an adviser on the relevant statis- 
tical methods. 


What, then,. are the advantages of introducing statistical sampling 
concepts into auditing procedures? How can statistics contribute to the 
successful performance of an audit? The answer to these questions re- 
quires a brief consideration of the characteristics of statistical sampling. 


SELECTION OF SAMPLES 


In statistical sampling, a sample is selected according to some pre- 
conceived plan; from this sample certain inferences are made concern- 
ing the whole body of material from which the sample was drawn. 
Hence, an assumption of representativeness of the sample is always 
present. Accordingly, in the case of any given sample the inferred char- 
acteristics of the whole body of material are probably not completely 
exact. Through the use of statistical sampling techniques it is possible 
to attach figures to the words, “probably” and “not completely.” In 
terms of results this characteristic is the major difference between 
statistical and judgment sampling. 


To illustrate, assume a large bowl contains a total of 5,000 black 
and white marbles in unknown proportions; it is desired to estimate 
the per cent of black marbles in the bowl. What help can the statistician 
offer in such a situation? Under a simple statistical sampling plan a 
sample of 100 marbles is drawn of which 30 are found to be black. On 
the basis of this sample the inference, or estimate, can be made that 
30% of the marbles in the bowl are black. Knowing the sampling plan 
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which was used, another calculation can be made which would indicate 
that, based on the evidence supplied by this sample, 19 out of 20 times 
samples of 100 marbles each would produce estimates within plus or 
minus 9 percentage points’ of the exact proportion of black marbles in 
the bowl. Or, more simply, it might be said that the estimate of 30% 
black marbles has 19 chances in 20 of being within 9 percentage points 
of the exact proportion, or that there is a 1 in 20 chance, or a 5% risk 
of being wrong by more than 9 percentage points. Therefore, the ques- 
tion “How good is the estimate?” has been answered. 


POSSIBLE ERROR 

Suppose that the results in this example were not good enough, 
that a possible error of 9 percentage points was judged to be too large 
to warrant accepting the 30% estimate. When this situation occurs, 
the usual remedy is to increase the size of the sample. Under a statis- 
tical sampling approach, it is possible to compute the increase in sample 
size required to produce estimates with any given probability of falling 
within a specified error range. For instance, if in the above example it 
were desired that the estimate have 19 chances in 20 of falling within 
plus or minus 4 percentage points of the exact figure, instead of plus 
or minus 9 points, the total sample size required would be 525 marbles. 
Conversely, if plus or minus 12 points were considered to be a satis- 
factory range, a total sample of 60 would be required. 


This consideration of sample size is undoubtedly a problem in 
setting up a sampling plan in an audit as frequently as it is in market 
surveys or agricultural sampling. In the event of under-sampling the 
risk is run of obtaining unreliable estimates; if over-sampling occurs, 
time, effort and money are wasted. In most statistical sampling plans it 
is possible to determine in advance the size of sample needed to give 
whatever quality of results may be required. However, this statistical 
advantage is not an Aladdin’s lamp that will produce a sample size 
when simply rubbed. The lamp, in the shape of a formula pertaining 
to a suitable sampling plan, requires fuel from the auditor’s experience 
before the rubbing will produce the desired Genie. 


DEVELOPMENT OF PLAN 


The questions of “What size sample is required” and “How good 
is the estimate” have now been briefly considered. Although there are 
many other points that might also be of interest in this area, attention 


*The term “percentage points” as used in this paper refers to absolute numbers and 
not relative per cents. For instance, within 9 percentage points of 30% would be 
from 21% to 39%. 
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will be turned to a brief procedural outline of the usual steps in formu- 
lating and executing a statistical sampling plan. 


I. The initial step is the determination of the characteristic 
under inquiry, which is not always as simple as it may seem. In 
the example, this characteristic was taken to be the color of mar- 
bles, but could also have been the condition, size, or weight of the 
marbles, or any combination of these, depending upon what was 
needed to make some decision concerning the marbles. 


II. The next stage of the sampling procedure should be the 
determination of the maximum allowable error plus or minus in 
the sample estimate of the selected characteristic, and associated 
probability, i.e., how good the estimate should be. This decision is 
necessary for sample size computations; also, it is generally advis- 
able for reasons of objectivity to make the decision on the desired 
quality of the estimate before the results of the sampling are 
known. Referring to the example again, for illustrative purposes 
an allowable error of plus or minus 4 percentage points was 
assumed to have been established, with a specified chance of 19 out 
of 20 of being within this range. 


A. Usually this stage is accompanied by a rough estima- 
tion of the statistical characteristics of the area to be sampled, 
such as the approximate per cent of black marbles in the bowl; 
or the location of sub-areas which should be sampled separ- 
ately if the marbles had been in different bowls; or the amount 
of variation that might be expected in the characteristic under 
inquiry, such as how the weights of the marbles varied if 
average marble weight was to be estimated. This information 
could be obtained from experience and judgment, from analy- 
sis of historical data, or from a small preliminary sample. 


III. On the basis of the foregoing information a suitable samp- 
ling plan may be selected. Even in sampling the marbles several 
alternative plans might be considered, and in more complicated 
sampling problems a great many options are usually available. 


IV. Once the sampling procedure has been selected, it is pos- 
sible to compute the sample size required for the desired quality of 
the estimate. It is perhaps worth noting that relative sample size 
and cost may be considered in deciding between different sampling 


BARRY M. ROWLES, earned his B.S. in Management Engineering at Carnegie 
Tech. Formerly with the Technical Service Department of Minnesota Mining and 
Manufacturing Company, Mr. Rowles is now Supervisor, Accounting Research Unit, 
Controller’s Office of the National Supply Company where he is engaged in explora- 
tory work in applying statistical methods to accounting problems. 
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plans. If some preliminary study of the marbles had been made, 
the sample size could have been computed for the plan that was 
to be used, rather than deciding upon an arbitrary sample of 100. 


V. Selection of the sample logically follows, with the character- 
istic under inquiry obtained for each element drawn into the 
sample. As each marble was selected from the bowl its color was 
recorded. In more complicated cases, it is usually desirable to verify 
the accuracy of the information obtained by checking to see that 
the selection procedures have been followed and the desired in- 
formation obtained and recorded properly. The computations of 
the estimate and the quality thereof are performed following the 
verification procedures. 


VI. At this point a decision must be made to either increase 
the sample size to improve the quality of the estimate, or to accept 
the estimate as suitably accurate and act accordingly. Since a maxi- 
mum probable error of 4 percentage points was assumed to be 
desirable in one case of the example, extra sampling would have 
been required. In the other case where an error of 12 percentage 
points was assumed to be allowable, the estimate of 30% black 
marbles could be accepted; under this assumption over-sampling 
would have occurred. 


VII. After the completion of each sampling program, a review 
of procedures and results may indicate possible improvements in 
it for use in future sampling. 


BENEFITS 


On the basis of preliminary work in the blending of statistics and 
auditing, indications are that several benefits may evolve, e.g., improve- 
ment in sample selection procedures, determination of probable error 
ranges around estimates, opportunities of finding inter-relationships in 
the area being sampled, and, conceivably, simplification and cost reduc- 
tion. To be sure, there are difficulties which will have to be overcome 
in any application, but they are not as impossible as they may seem. 
Many useful sampling tools are now available in statistical method- 
ology, waiting to be adapted to accounting and auditing requirements. 
The accountant and statistician will need to work together jointly to 
resolve the difficulties that do exist. 


The exploratory applications completed to date are embryonic, 
even in the relatively few areas touched, but the results are promising. 
These applications of statistics to auditing are providing answers to 
questions which could logically be asked of any sampling plan. These 
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questions, which should be kept foremost in mind during a sampling 
program are: 

“Is this sampling plan the best method of achieving the desired 
results?” 


“What should the sample size be?” 
“How good are the estimates?” 
“Do the estimates really support the conclusions?” 


“How can the procedures be improved for future sampling?” 








AUDITING USES OF STATISTICS 
SOME EXPERIMENTAL APPLICATIONS’ 


By ROBERT W. JOHNSON 
Touche, Niven, Bailey & Smart 


Most of the writings on the application of statistical techniques to 
auditing have been theoretical — there has been little published in the 
way of case descriptions. 


In this article, a public accoutant describes two experimental appli- 
cations — one to accounts receivable confirmation, the other to aging of 
accounts receivable. In both, satisfactory results were obtained with a 
considerable decrease in the size of the sample. 


N every phase of audit work actual experience provides the frame of 

reference necessary in designing and carrying out audits based on 
samples. Nevertheless, every auditor entertains some kind of risk when- 
ever he decides to act, or not to act, on the basis of sample evidence. 
Judgment is exercised every time a sampling plan is devised and applied 
to a time period, an area of the accounts, or a set of client’s working pap- 
ers. And judgment is exercised every time the decision is made that the 
sample evidence at hand is sufficiently reliable to sustain the conclu- 
sions which are drawn. 


Modern statistical concepts raise a number of important questions 
with respect to the sampling methods employed in audit work: 


Is the sampling plan used in each case the best plan for achieving 
the desired results? 


What should the sample size be? 
How good are the estimates? 
Do the estimates really support the conclusion? 


How can the procedures be improved for future sampling? 





*Delivered at joint meeting of Tue Instrrute Pittsburgh Chapter and the Pittsburgh 
Chapter of the Pennsylvania Institute of C.P.A.s. 


*The research underlying this article is part of a broader study of the application of 
statistical techniques to accounting and auditing problems being carried on at the 
Graduate School of Industrial Administration, Carnegie Institute of Technology. 
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Perhaps the best way of answering such questions is to describe 
rather briefly some actual instances in which statistical concepts and 
tools have been used in handling specific auditing problems, and to 
describe the results that have been obtained. The fact that these more 
or less experimental applications have been tried doesn’t indicate that 
all of the work is over. On the contrary, much more experimentation 
will be necessary before all of the potentialities and pitfalls involved 
in applying statistical concepts to audit situations will be understood. 


ACCOUNTS RECEIVABLE CONFIRMATION 

The first application of statistical methods to auditing concerns the 
confirmation of accounts receivable. The objective of confirmation is 
to determine the proportion of erroneous accounts, and to estimate the 
dollar amount of error in the accounts. In most cases confirmation is 
performed on a sampling basis, 100% confirmation seldom being neces- 
sary for ordinary audit purposes. 

In the audit engagement which was used as a test case the accounts 
were homogeneous. That is, with respect to the factors involved in con- 
firmation, virtually all of the accounts could be considered as being 
likely to exhibit essentially the same characteristics. To that extent, the 
sampling problem was somewhat different from what it might have 
been in many other enterprises. 


PREVIOUS PRACTICE 

Previous practice in this particular audit had been to circularize 
a small proportion of the accounts. The receivables are represented in 
the general ledger by a single control account which is broken down 
into a number of alphabetical sub-controls. In the past about one-half 
of the confirmation sample had been concentrated in one of the sub- 
controls, and the remainder had been spread among a few of the others. 
The result was that each year only a few of the sub-controls were 
included in the sample. 


Applying a new technique to the solution of this or any other 
problem almost invariably involves the review of prior approaches to 
solving the problem, not so much to duplicate the results as to assure 
an understanding of the nature of the problem. Analyzing the con- 
firmation of receivables from the standpoint of the possible use of statis- 
tical tools made it possible to review simultaneously the entire account- 
ing and auditing background of the problem as well as the statistical 
concepts which might be brought to bear. Such a review requires the 
closest of working arrangements between the auditors involved and com- 
petent professional statisticians. Thus from the beginning it was neces- 
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sary that the statistician and the accountant work side by side on the 
problem. 


REQUIREMENTS 


One of the first questions which arose in the course of the review 
was, “What quality of results are required?” The nature of statistical 
sampling made it clear that the answer or answers had to be put in 
numerical terms rather than in the qualitative form heretofore used by 
the auditing profession. 


The raw data to be used in determining what would constitute 
“required quality’ in sampling results could come only from prior 
years’ working papers of the same audit engagement. The reason for 
reviewing past history was that, whatever quality statistically designed 
samples might provide in the future, they must do at least as well as 
judgment samples had done in the past. 


Simultaneously with the review of past working papers, experi- 
enced auditing judgment was consulted as to the quality of results 
which would satisfy subjective conceptions of the meaning of required 
quality. Such a check is and must be an indispensable preliminary to 
achieving a soundly conceived statistical sampling plan. 

Review of the working papers for each of the past three years indi- 
cated the total number of accounts, the size of the sample drawn, the 
number of erroneous accounts reported by the customers circularized, 
and the pattern of sample selection. From this information an estimate 
was made of the proportion of accounts receivable. It was also possible 
to compute the range within which the “true” proportion of error 
probably lay in each of the years. 


Analysis of the past data, tempered with audit judgment, was com- 
bined with knowledge of the system of internal control, the financial 
and profit position of the company, and other auditing aud statistical 
considerations, in order to evolve an improved sampling plan. On the 
basis of these considerations the specific criteria of the revised sampling 
plan were decided upon and put into effect. It should be emphasized 
that the plan was designed, carried out, and evaluated strictly in the 
context of the applicable audit requirements. 


RESULTS OF CONFIRMATION 
The results of the test confirmation were the following: 


A sample of only 900 accounts was taken, whereas in previous 
years the sample size had been approximately 2000. 





*Required quality,” in this paper, means the variation of the estimate of the charac- 
teristic under inquiry from its “true” value. 
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A statistically rigorous sample selection procedure was carried out 
by the regular audit staff, with no extraordinary efforts after 
the details of the method had been worked out in advance. 


The quality of the sampling results was demonstrably satisfactory, 
and was clearly superior to the results obtained in some of 
the previous years. The risk was very small that the “true” 
proportion of erroneous accounts was over 1.4%, although 2% 
had been set as the upper limit of the range of satisfactory 
conditions in the accounts. 


These results should be explained more fully. The general objec- 
tive and the specific criteria of the sampling problem were not allowed 
to automatically determine a new sample size. Rather, the entire sample 
selection method was subjected to a thorough challenge. Ultimately it 
was shown, using both logical and statistical justification, that the past 
sampling plan was “inefficient” in terms of the sample size required 
to obtain any given quality in the sample estimate. On the basis of what 
was learned by this analysis a new sampling plan embodying a different 
method of sample selection was designed. 


Then, on the basis of the objectively stated requirements of the 
sampling results and of the revised sample selection method, the neces- 
sary sample size was determined. The greatest reduction in sample size 
resulted from the redesign of the selection procedure rather than from 


alteration of the quality requirements from what had previously been 
obtained. 


However, the change in sample size might have gone in either 
direction. An increase would have resulted if the quality of informa- 
tion obtained in the past had been so low that a re-evaluation would 
have indicated the necessity for improving the quality by increasing 
the sample size. Of course such a revision in the quality criteria might 
be in either direction. 


The lack of complications in carrying out the sampling plan “on 
the job” indicated that the use of a statistically designed sampling plan 
need not result in added complexity in drawing the sample. Although 
more work was probably done in advance than would ordinarily be 
done in using judgment sampling, there was not a significant increment 
in the over-all work. 


ROBERT W. JOHNSON, received his B.S. (Management Engineering) and M.S. 
(Industrial Administration) degrees from Carnegie Tech. He is a C.P.A. in Pennsyl- 
vania and a member of various accounting organizations. 


Mr. Johnson is a member of the special services staff in the Pittsburgh office of 
Touche, Niven, Bailey & Smart. 
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The results of the confirmation using a statistically designed sample 
were evaluated in the same way as the previous years’ samples had 
been evaluated. Such a “post sampling” analysis of the sample results 
should always be an integral part of any statistical sampling program. 
The objective of this analysis was to indicate how well the sampling 
plan actually did perform, since it is possible for any number of 
changes in circumstances to adversely affect the quality of the results. 
In the event the evaluation indicated that the quality of the sample 
results was not satisfactory, appropriate steps could be taken at once 
to adjust for or to remedy the situation. 


In brief, the result of this test of using a statistically designed 
sample was that a satisfactory estimate was obtained with a much 
reduced sample, that a prescribed degree of assurance could be attached 
to the results achieved with this sample, and that both pre-set criteria 
and the quality achieved could be explicitly stated. These features seem 
to justify the further application of statistical sampling methods to 
confirmation of receivables. 


AGING OF ACCOUNTS RECEIVABLE 


The second application of statistical methods to an auditing prob- 
lem which will be considered here is also concerned with accounts 
receivable, but with their age rather than their correctness. Each year, 
near the fiscal year-end, an aging is generally performed of all or a 
part of the accounts for the purpose of estimating their relative collect- 
ibility. In the audit engagement which was studied as a test case, this 
practice had been carried on in the past with something less than 10% 
of the accounts being aged each year. 


The approach to this problem was parallel to that employed in 
studying confirmation. The first step was again in exploring what had 
been done in the past and checking it by reference to mature auditing 
judgment. The final sampling plan, as before, was achieved through 
the closest cooperation of statisticians and accountants. And again it 
was the inescapable responsibility of the auditors involved to determine 
the quality of results that was required. 


A new sampling plan for this aging problem was designed, carriec 
out, and evaluated. The results were the following: 


; 


The size of sample required was reduced by over 75%. 


The reduced sample still provided a sufficiently high degree < 
assurance of satisfactory quality in the sampling results. 
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The application of statistical sampling techinques to the aging of 
receivables is one of the more obvious applications that exist in auditing. 
In this case it was considered that the quality of results achieved by 
the previous judgment sample was much higher than seemed, upon 
explicit audit evaluation, to be necessary. Thus it was possible to reduce 
the sample size substantially by adjusting the required quality to a more 
reasonable level. 


The resulting reduction of sample size should be qualified by 
pointing out that, just as in relation to confirmation, the change could 
have gone in either direction. No matter how the sample size may 
change, the auditor gains, however, for he is enabled to discover either 
an inadequate sampling plan or an opportunity for savings. 


An interesting sidelight to this study of the aging of receivables 
was that statistical analysis indicated that the prior practice of segre- 
gating for special treatment only accounts over $2500 probably did not 
go far enough. It appears that setting out additional dollar classes for 
special treatment may lead to more improvements in the sampling 
plan, and perhaps to further reduction in sample size. 


FURTHER APPLICATION 


These two actual applications, confirmation and aging of receiv- 
ables, give some indication of the ways in which statistical sampling 
may prove to be of value in auditing, and they illustrate some of the 
ingredients which will be necessary for further successful applications. 


There are many more potential but unexplored applications of 
statistical methods to problems of determining the existence or accuracy 
of specific account balances. Any experienced auditor can suggest a 
number of such applications. Another realm of possible application of 
statistical techniques is provided by audit evaluation of internal control 
systems. The approach to this problem would probably be through tests 
of transactions. Since modern concepts of internal control are them- 
selves undergoing an evolutionary process, it is not surprising to find 
that applications in the internal control area offer even more of a chal- 
lenge for the application of statistical techniques to audit problems. 


The intent of this paper has been to demonstrate that applying 
statistical tools to auditing problems is neither a simple nor an insur- 
mountable problem. The two examples of applications should make it 
clear that there are today few challenges to auditing practice which 
have as great a potential value and importance. It is clearly not approp- 
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riate for the auditor to embrace the science of statistics forthwith, but 
it is just as clearly his professional responsibility to explore the potential 
use of statistical tools in auditing practice and to decide for himself 
what their value may be. The evidence thus far is that exploration and 
experimentation may lead the way to significant improvements. 


TOP MANAGEMENT RESPONSIBILITY 
FOR COMMUNICATIONS” 


By JOHN J. BUTLER 
Treasurer, George Fry & Associates 


Communications are a necessity, a concern and a responsibility of 
every employee, from president to office boy. Top management must 
communicate plans and policies spontaneously and fully. Only then can 
business objectives be understood — so that the employees can “run 
the business” effectively. 


Good communications will show up, in the long run, in a better 
profit-and-loss statement and lowered employee turnover. 


N a factory not too far from here and on a morning not too long ago, 
a big, burly worker entered the Personnel Department. He obviously 
had something on his mind. 


“I want to see the Personnel Manager,” he said. 

“He’s busy right now,” the receptionist answered. 

This Personnel Manager is usually busy. He’s a bright, aggressive, 
hard-shelled young man. His philosophy is ‘tell them’ rather than ‘sell 
them.’ His concept of communication is bounded largely by the manual 
of operating instructions and by the notice “WORK RULES AND 
PENALTIES FOR INFRACTIONS” on the shop bulletin board. In the 
handling of grievances on time study and production standards he’s 
especially tough. 

After a considerable wait the Assistant Personnel Manager 
emerged from a private office. 

“Mr. X is still busy,” he said. “Can I help you?” 


“No,” the employee stood up, “this is for the Personnel Manager 
himself.” 


“I see,” the Assistant answered, “then I guess it will have to wait; 
he'll be busy for some time.” 


“Well, O.K.,” the worker said reluctantly—and reached out and 
punched the personnel man in the face. 





*Delivered at New York Chapter Technical Session. 
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Poor communications? Well, whether the Personnel Manager or 
the worker needed help in how to communicate problems and solutions, 
it was the Assistant who got the black eye. 


The subject of communications is new, of course. But it is only 
comparatively recently that we have begun to recognize communica- 
tions as a part of management which is specific, tangible, and requiring 
clear procedures just as do production control, wage and salary admin- 
istration, budgetary, and other management tools. 


If we define communications as ‘getting facts and ideas from one 
person to another,’ then it can be said ‘oh well, we’ve had that in busi- 
ness all along — that’s everybody’s job, we don’t need to discuss it.’ 


But that definition is not adequate. If communications is “every- 
bodys,’ job, then it ‘nobodys’ job, and it is not likely to get done well 
or effectively. Much of the industrial unrest of the past few years, the 
misunderstandings between management and labor on one hand and 
management and government on the other, have resulted from our 
failure — despite the best of intentions and the best of actions — to 
make the other party understand the plans and objectives of business 
management and the reasons and attitudes behind them. 


It would be better in today’s business scene to define good com- 
munications as “a natural, routine exchange of information and plans 
between individuals and groups in the best interests of the business 
and the people in it.” Looked at in this light, communications is not 
only a ‘one-way’ or a ‘two-way’ affair — it is a complex and important 
link between such groups as top management, second-level manage- 
ment, middle management, first-line supervision, employees and work- 
ers, labor organizations, customers and clients, stockholders, the public 
at large, government, and many other, formal and informal. 


In other words, ‘communications’ is an essential part of every 
aspect of business—in operating, in manufacturing, in personnel, in 
sales, in finance, in public relations. This is no matter for haphazard 
attention but a demanding top-management responsibility — in fact, top 
management’s most important responsibility. 


The first consideration to be covered is: What does a good com- 
munication line require? In my opinion, it requires five things: 


JOHN J. BUTLER is Treasurer and Administrative Officer of George Fry & 
Associates, Management Consultants. Previously in the Personnel Division of Mont- 
gomery Ward & Company and in Operations Analysis at Western Electric Company, 
Mr. Butler’s assignments have included business, industry and governmental agencies 
in organization, personnel management and administration, management control re- 
ports and administrative systems and procedures. 


Top Management Responsibility for Communications 21 


1. Something to communicate 
2. The desire to communicate 
3. A sender 

4. A receiver 

5. A ‘wire.’ 


Each of these is essential and not so self-evident as might at first 


appear. 


SOMETHING TO COMMUNICATE 


The substance of business communications is in a sense everything 
that happens outside the manufacturing process itself. It includes in- 
quiries, orders, directives, instructions, criticism — and also requests 
for help, the giving of suggestions, statements of rules and policies, etc. 


But communication of orders is usually pretty good. The direc- 
tions may not be clearly put, but they are more often than not plain 
enough 


What is too often missing in ‘downward’ communications is the 
statement of intentions: the insight into the attitudes and reasons behind 
policies, which can explain —much more than the mere instructions 
and rules themselves. No set of policies or procedures can be written 
in sufficient detail to cover every possible problem and alternative. But 
if the people carrying out the job have been given some of the outlook 
behind policies and objectives, they work much harder, do much better. 


In the other area of communications within a business — upward 
— we still have far to go. Too often in the past we have asked only for 
reports and results from below, with too little recognition of the positive 
contribution which can be made by spontaneous communications from 
the so-called ‘lower’ levels of the organization. This is especially true 
in the area of methods. It is also true in the important job of shaping 
Company policies to fit changing conditions. 


THE DESIRE TO COMMUNICATE 


The first hurdle to be crossed in setting up a good communication 
line is to instill in all parties the wish to communicate. 


Any of us would say ‘of course I want to communicate; I couldn’t 
do my job otherwise.’ In many cases, however, this is not really the case, 
and we find outstanding executives in all other respects blocking them- 
selves and choking the Company communication network by an un- 
conscious failure to communicate plans and problems in their own 
areas — or to be receptive to communications from others. 
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This is in part a human tendency to be preoccupied with our own 
situation without realizing the good which can be accomplished by a 
complete and spontaneous exchange of ideas. 

The biggest help to be given by top management in this area is by 
its setting a good example. The ‘atmosphere’ established by top manage- 
ment will largely set the tone of the whole organization in communica- 
tions. This step of ‘intentions’ must precede formal procedures work on 
communications. 


A SENDER 


It is important to determine who in the organization should do 
what communications. The right communications line will determine 
which part of the organization should issue the pertinent information, 
as well as the form in which this should be done. 

Again, top management’s job here is to see that it acts not only 
as the sender of orders, directives, and reprimands, but as the ‘sending 
station’ for plans, objectives, goals and policies. 


A RECEIVER 


Here it must be kept in mind that the right people, and all of 
them, are to receive pertinent information and ideas. 

The age of restrictive, secretive management is past. There are, 
to be sure, company matters which are confidential and must be treated 
as such. But these are few and growing fewer. 

The foreman cannot be told what kind of cost job he is doing unless 
he is given the right cost figures. An abstruse ‘statement of manage- 
ment philosophy’ is not what the worker comprehends. Communica- 
tions must be made to the right receiver and in his terms. 


THE “WIRE” 


Two significant elements should be kept in mind in developing 
and operating a communications system: 


A. Except for actually making the product, every activity in a 
business is communications: — from the incoming sales in- 
quiry, the factory order, the inspection ticket, sales analysis, 
accounting statement, to the annual report and newspaper pub- 
licity. 

Thus no procedure is exempt from scrutiny and the question: 
is it communicating the facts needed and the ideas behind them 
to the people who should know in the way they understand? 

B. The techniques of communications must include training of the 
people who use them in how they work and what to do about 
them. 
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In this critical area the internal auditor plays a vital part. The 
audit function today extends far beyond the taking of tapes and the 
counting of cash. The internal auditor is the watchdog of procedures — 
if other procedures are not working properly, it may be the communica- 
tions line, rather than the mechanics themselves, which has gone wrong. 


The second consideration is the organization and participation of 
top management in the communication of policies. 


These significant factors must be considered by and for top man- 
agement: 


1. 


“J 


Top management is not incidentally but primarily a communi- 
cating agency. Translation of plans and policies into action is 
done through people. It is therefore up to management to make 
these plans understood . . . not to ‘run the business’ but to ‘get 
people to run the business.’ 

Policies and objectives must be specific in the first place. (This 
can be called communication with self to reason out just where 
the company is going.) A policy of drift, and expediency can 
hardly be communicated effectively. 

Top management must itself communicate spontaneously and 
fully. 

The exchange of information and ideas must be set up as a 
wanted activity, not a necessary evil. 

This activity must be located in the organization. A co-opera- 
tive arrangement between personnel, controllership, and public 
relations — together with the operating units — is appropriate 
so long as each understands his place in the scheme of things. 
Time must be allowed for in the management schedule — par- 
ticularly at the top — to think plans out and to communicate. 
This always involves the delegating of detail further and further 
down — which means, in turn the establishment of good tight 
routine controls. 

The policies and basic objectives to be attained should be set 
down in writing. A manual is highly desirable — bulletins are 
helpful — but the substance must be thought out first. 





The clarity, completeness and effectiveness of communications 
will show up in the long run in the profit-and-loss statement 
and in a lowered employee turnover. 


However, in the interim, the procedures themselves must be fol- 
lowed up and appraised regularly and carefully. This is “management 
auditing” and it is best done by the internal auditor. 








AUDIT REPORTS* 


By T. ALAN HUMPHRIES 
Internal Auditor, McMillan & Bloedel Ltd. 


“The greatest need of business today is better communication.” 
This is an opinion we hear more and more. One of internal auditing’s 
principal contributions to management is serving as a reliable channel 
of communication between operating personnel and the administrative 
management group. It is small wonder, then, that the ability to write 
effective reports is one of the most valuable assets an internal auditor 
can have. 


In this paper Mr. Humphries boils down the multitude of words 
which have been written about report writing into five ideas which, in 
his opinion, contribute most importantly to the preparation of effective 
audit reports. 


GREAT DEAL has been written on the subject of the audit report, 
A and I have little, if anything new, to add to the many splendid 
articles which have appeared from time to time in our magazines, the 
publications of other accounting bodies and the various text books. Nev- 
ertheless, this subject is an important one, and at the risk of repetition, 
this discussion may serve to remind some of us of the basic principles 
which we may. through familiarity or carelessness, have come to ignore 
or overlook. 


For the purpose of this paper I have classified audit reports into 
three main groups. 


I. Oral report 
II. Standard preprinted form 
III. Memorandum or letter 


I shall not take much of your time in discussing the first — the 
oral report. Before the relatively recent introduction of various types of 
recording devices which make use of wire tapes, plastic records, etc. 
the disadvantages of the oral report were obvious. It had little to recom- 
mend itself — it was subject to inaccuracies and misinterpretation and 
it provided no record of findings. 


*Delivered at the Third Annual Pacific Coast Regional Conference of Tue Iwnstt- 
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However, it may be that some of you have already found good uses 
for the newly-developed mechanical recorders. For example, it seems 
to me that, on certain out-of-town assignments, the assistant in charge 
might render progress reports on an informal basis to his audit chief. 
Unless circumstances warrant, these notes need never be transcribed. 
They may be filed, however, as a permanent record and can be referred 
to as often as required. 


The recorded report has some disadvantages. Like all oral reports, 
it is difficult to edit and is, therefore, more subject to misinterpretation 
or inaccuracies. It has, however, several advantages over a written re- 
port. Firstly, of course, it is a time-saver. Most people find it quicker 
to dictate the report than to write it and, of course, no stenographic help 
is required. Usually too, the recorded report is more detailed than the 
written report. 


I know a systems investigator who, when in the field, prepares very 
brief notes during the day, relating to his interviews and inspection 
of procedures, etc. Each evening before the subject is “cold,” he spends 
an hour or so dictating an expanded version of his notes into the recorder 
and then mails the plastic record to Head Office for stenographic trans- 
cription. Upon his return to Head Office, his notes are ready and wait- 
ing for him — an “on-the-job” report of all matters relating to the in- 
vestigation. 


PREPRINTED FORM 

The second type of report, the standard preprinted form, usually 
consists of a series of statements relating to each separate phase of the 
audit. This type of report lends itself particularly to routine repeating 
audit performances. For example, the audit of certain departments 
within an organization, such as the payroll or stores departments, where 
firmly established accounting procedures are in effect, might be re- 
ported upon in this manner. 


In connection with the audit of an hourly wage earner payroll, for 
example, the page or pages covering payroll audit might include such 
statements as: 

1. Traced hours worked from time clock cards to foremen’s daily 

time reports 

2. Traced wage rates to master agreement 

3. Checked calculation of gross pay, etc., etc. 

A box is provided on the right hand side of the form for notations 


of the period covered,perhaps, and the auditor’s initials. The form, in 
all likelihood, would also provide space for comments where such per- 
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tinent notes as “foreman’s time reports are not signed by foreman,” etc. 
might be inserted. 


The chief disadvantages of the standard form lie in its restricted 
application and in the fact that it tends to discourage originality of 
approach. Instead it channels the auditor’s thinking along definitely 
prescribed lines. Furthermore, because it is technical in form, it is gen- 
erally of interest only to accounting or auditing personnel. Operating 
management often finds it dull and frequently fails to appreciate sig- 
nificant information which is indicated therein. 


WRITTEN REPORT 


We now come to the third category the one with which this 
discussion is mainly concerned — the memorandum or letter. These 
two I prefer to combine and refer to as the written report, because 
indeed, there seems to be little to differentiate the two. The memoran- 
dum is designed possibly for a smaller audience and may be less formal 
in tone than the letter report, but the general rules of report writing 
have equal application to both. 





I have tabulated five main factors which, in my opinion, contribute 
to the preparation of good written reports. 


BE SURE OF THE FACTS 


It almost goes without saying that it is essential that every item 
contributing to a recommendation or to an opinion contained in the 
report be determined from the most reliable information available. If 
the opinion or the recommendation is based partly or wholly on an 
assumption, that assumption must be gauged to the fullest extent pos- 
sible, and — this is important — the report should state the extent to 
which weight has been given to that assumption in forming the conclu- 
sions. Nothing contributes more to weakening the internal auditor’s 
place in the organization and the reliance placed upon his opinions and 
his judgment, than the inclusion in his report of faulty information. 


There are many safeguards to aid us in avoiding the inclusion of 
misinformation. The first of these, of course, is the performance of 
adequate investigation of the subject under study, regardless of the size 
or the relative simplicity of the assignment. We must make sure that 
proper attention is given to any related facts or questionable data. We 


T. ALAN HUMPHRIES, is a Chartered Accountant, who for the greater part 
of his business life has been engaged in British Columbia’s major business—the 
forest industry. Mr. Humphries now holds the position of Internal Auditor with the 
firm of McMillan & Bloedel Limited, whose lumber interests extend throughout 
British Columbia. 


Audit Reports 27 


must, in many cases, carry the investigation beyond the immediate 
field of the subject, and explore the paths on the other side of the fence. 


The questions, findings or problems should be discussed with em- 
ployees who may have some special knowledge of the subject. We should 
go beyond the accounting staff to get the opinions of the operating men; 
superintendents, foremen or technical specialists. We may find that, 
because of their unfamiliarity with accounting conventions, rules and 
habits, their views provide an entirely new approach or fresh informa- 
tion for consideration. 


We should make a careful assessment of the reliance which can be 
placed upon the information supplied by each informant. Is he qualified 
to supply the information? Is his judgment biased in one direction or 
another? A man with a silver tongue and strong prejudices can often 
make an impressive case out of a weak principle. 


Having arrived at our conclusions, we should always discuss them 
with the supervisor or manager who has jurisdiction over the operation 
involved. His ideas about, his knowledge of, and his close association 
with the subject may alter our presentation. He may bring up addi- 
tional facts or show the impracticability of proposed revisions. Inci- 
dentally, this discussion, in addition to assisting the finalization of 
our opinion, is one of common courtesy. After all, it is one or more of 
the functions of his department which may be the subject of criticism 
or revision and our relations with this manager, which might otherwise 
suffer, can, with a tactful approach, be maintained on a good level. 


Another factor which contributes to its accuracy is the preparation 
of the report, not necessarily in finished form but in draft form, while 
still on the job. Questions sometimes arise for the first time when one’s 
thoughts are committed to paper. When a proposal is actually down in 
black and white, it may be found that certain information is lacking. 
If the report is drafted on location then the facts are readily obtainable 
and there is no excuse for relying upon recollection (sometimes vague) 
or hearsay to supply the missing information. Because the records and 
other data are right at hand this method of preparation is often less 
time-consuming and consequently more economical than the often 
prevalent custom of deferring the commencement of the report until 
returning to the home office. 


Now, it may appear to you that the remarks which I have just 
made relate more to audit procedures than to report writing, but actual- 
ly the two cannot be divorced. Perhaps rather than the heading “Be 
Sure of the Facts,” I should have titled this section “Adequate Audit” 
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because without a proper study, how can we be sure of our facts and 
how can we submit good audit reports? 


I have two more points in connection with this matter of assuring 
oneself of the facts, and these apply more to those who act in a super- 
visory capacity rather than those directly engaged in the detailed audit 
work. One of these two points concerns the necessity for careful review 
and scrutiny of the audit working papers prepared by the assistant 
who gathered the facts. This review should be undertaken in the pres- 
ence of the assistant. Although he may have originated certain pro- 
posals, their submission is the responsibility of the supervisor. Ensure 
that his investigation was complete and that his information is sound. 


The other point — really an extension of the first — reverts to the 
report. If the assistant has prepared the report, as some do, the super- 
visor must take every precaution to ensure that the facts are correctly 
marshalled and that no unwarranted assumptions or conclusions are 
included. 


Objectivity 

The second essential of a good report is “Objectivity” — the neces- 
sity for preserving an unbiased viewpoint — approaching each prob- 
lem with an open mind. 

Most of us have come to our profession from allied occupations — 
accounting perhaps, or professional auditing, and many of us, from pre- 
vious training or experience, had certain preconceived opinions and 
ideas. A narrow viewpoint is no asset. Change, they say, is a sign of 
progress. In any line of endeavor the successful operator is one who, 
amongst his other attributes, can recognize the necessity for throwing 
out an old approach in favor of a new one. 


Now I don’t mean to indicate that a good internal auditor should 
have no mind of his own. There are many principles relating to account- 
ing and auditing which govern his movements and cannot be ignored. 
And there may be certain general policy factors which the company, 
as a result of long experience, has firmly adopted. But within this broad 
outline we must be ready to recognize the merits of alternatives. 


There are, after all, very few “best ways” — there is always a 
“better way.” Henry Ford, the greatest mass production engineer of all 
time, throughout his entire manufacturing career never ceased search- 
ing for improvement in his production line. 


Because a procedure is functioning satisfactorily — producing good 
control, together perhaps, with certain required statistical information, 
don’t let us get into the habit of considering it the infallible guide — 
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there may be a dozen alternatives which would produce equally good 
results. 


Clarity and Simplicity 
The third factor, in my opinion, is the necessity for keeping the 
report as clear and simple as possible. 


Avoid the use of obtuse or fancy language. Don’t try to stump the 
reader by using little-known words. Don’t be afraid of repeating a 
certain word if that word seems to be the only simple way of clearly 
expressing your meaning. 


Use short sentences. A long sentence not only wearies the reader, 
but it presents a construction problem to the writer. It is often far more 
difficult to maintain clarity of meaning through one long sentence 
than it would be through the use of two or three short sentences. 


Break up the report into short paragraphs. Short, brief paragraphs 
provide the reader with frequent mental rests (which, I fear, he may 
often require.) Because the reader may look away from it for a moment 
and easily find his place again, the narrative is more readily followed 
and consequently more easily digested. 


Reading the report aloud to yourself will help you decide whether 
or not you have been successful in putting across the idea which you 
mean to develop. Mr. A. H. Kent, on this subject, recommends that you 
imagine the reader is looking across your shoulder as you write. Spare 
no effort to ensure that the idea is clearly expressed. 


The use of title headings helps in both the original presentation 
and in subsequent reference. 


Be sure that the report is sufficiently comprehensive, but do not 
make it too wordy. I read recently that one of our present popular 
authors, when developing a novel, first writes the story in 1,000 words. 
In this first draft, every situation which is to be expressed in final form 
is developed, the story is complete, but in miniature. All that is missing 
is a wealth of descriptive detail. For the second draft the original minia- 
ture is expanded to 10,000 words, and finally a third writing stretches 
to 100,000 words! I think that we should use this illustration in reverse. 
The author, no doubt, is paid by the word. We are not. After completing 
our first draft, in as comprehensive detail as we can make it, we should 
then start whittling it down until we finish with the miniature, com- 
plete in all essentials but stripped of all unnecessary trimmings. 


Without getting too pedantic or stuffy, watch grammatical con- 
struction. The use of good basic grammar definitely aids in clarity of 
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expression. Poor grammar not only sometimes confuses intent, but 
frequently makes a very poor impression on the reader. 


Similarly, take care with spelling and punctuation. My own spel- 
ling is abominable, and through painful experience I have found that 
the spelling of the stenographers who prepare my reports is sometimes 
not much better. I now carry a pocket dictionary as an aid in this 
respect. 


Finally, encourage the stenographers to watch the general set-up of 
the report. Endeavor to have the report present as pleasing an appear- 
ance as possible. Avoid corrections and watch spacing. Eye-appeal is not 
an unimportant item. 


Promptness 


Frequently of course, the necessity for promptness is obvious. One 
would hardly expect an internal auditor to waste any time in submit- 
ting a report relating to a defalcation. Audit reports may be likened 
to news reports, and who amongst us finds much of interest in last 
week’s newspaper? 


I cannot think of any quicker way to dampen the reader’s interest 
in a report dated say, today, than to find out in the opening sentence 
that the audit was carried out last January. Business today is largely 
based on forecasts and futures, and management demands, therefore, 
that statistical and financial reporting present as current a picture as 


possible. 


There are other considerations too, under this subject of prompt- 
ness. The supervisory or management staff of the division or depart- 
ment which has been audited is very much interested in the audit 
report. There may, for example, have been discussions relative to a 
change in procedure. Departmental management will be waiting for 
the auditor’s comments and a final direction in this connection. Or, de- 
partmental management may be merely awaiting a “clearance” in con- 
nection with the audit — an indication that everything was found to be 
in order. But we can be sure that for one reason or another, the depart- 
ment recently audited will be very much interested in its outcome. 


In the event that the audit report has been unduly delayed, there is 
the possibility that departmental management may soon recall only the 
nuisance aspect of the audit. Interest in the audit gradually diminishes 
and the result of the delay may be a reduction in the degree of co-opera- 
tion and voluntary assistance on subsequent examinations. 


Finally, there is the possibility of change in conditions or circum- 
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stances subsequent to, but not arising out of, the audit. Of what earthly 
use is a comment on procedures no longer in effect? 


Dignity and Tact 


There is no place in the audit report for facetiousness or sarcasm. 
The report is a form of a business assessment, a professional document, 
if you like. 


Whether or not the report, or part of it, is sent to the department 
concerned, write it as though it is to be read by those responsible for 
the functions being reported upon. 


Criticism, where warranted, should, of course, be constructive but 
it should also be phrased in diplomatic language. Carelessly worded 
criticism serves not only to rouse the antagonism of the parties con- 
cerned, but indeed, may also result in their being subjected to overly 
severe reprimand. Give credit where credit is due. Apart from improv- 
ing relations with the department concerned, a definite statement refer- 
ring to better than average performance provides management with a 
fact. It is not enough, in my opinion, to rely merely upon the lack of 
criticism to indicate a satisfactory condition. 


SUMMARY 


I have classified reports into three main groups, the oral, the stand- 
ard preprinted form and the written. In my opinion, oral reports have 
little to recommend them, unless one includes under this caption the 
recorded report. Portable recording devices have many advantages in 
connection with the preparation of progress reports and on-the-job 
report drafts. 


The standard preprinted form of report is useful in connection 
with repeating examinations of fixed procedures; payroll or inventory, 
for example. Its chief disadvantages lie in restricted coverage, and the 
fact that it tends to discourage originality of approach. 


The written report probably has the widest general application of 


the three. In preparing the written report, one should keep in mind the 
following rules: 


Be sure of the facts 
Maintain an unbiased viewpoint 
Use a clear and simple presentation 


Submit the report promptly 


aS? ? PP 


Report with dignity and tact 
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On this subject of writing a report, I should like to quote a para- 
graph from the Royal Bank of Canada Letter of February, 1952: 


“To prepare a good report we need to cultivate dependability, re- 
sourcefulness and patience, and do some hard work. Dr. Ewen Cameron 
says in ‘What is Life?’ that Mme. Curie combined the intellect of a 
first-rate scientist with the skill of a first-rate craftsman and the patience 
of a first-rate charwoman. That is the recipe for holding the interest of 
listeners and readers: it is the only way in which we can discover or 
rediscover great truths.” 


STOCK INVESTMENT CONTROL“ 


By R. J. GIBBENS, F.C.W.A., A.M.1.1.A. 


Imperial Smelting Corporation 


In many companies, control of inventories is a major responsibility 
— mismanagement, ineffective control or lack of up-to-date informa- 
tion may result in unforseen losses or over-investment. The internal 
auditor has the duty of determining for his management that controls 
are adequate and that stock levels are neither too high or too low for 
current business operations. 


N the first place we could usefully spend a few moments to consider 

what we really mean by ‘Stock’ and ‘Control’. ‘Stock’ is material 
which has been delivered and which has been accepted, the cost of 
which has been paid, or is payable by the concern. It refers to all raw 
materials used in the manufacture of our products, ancillary materials 
for use in connection with production, work-in-progress of manufac- 
ture, general stores for use on repairs, maintenance and general factory 
purposes, bought-out finished parts and components, special contract 
materials and finished goods or products awaiting sale or delivery to 
customers. ‘Control’ is defined in Nuttall’s Standard Dictionary as ‘Re- 
straint, Authority, Command, Means of Controlling, Mechanism that 
Controls’ which suggests the means and mechanism of governing either 
with or without restraint. 


Control of the amount invested in stock is very necessary in any 
business undertaking, whatever its size, more especially in these modern 
days of credit restrictions, fluctuating prices and short supply, than 
perhaps at any former time. Without ‘Control’ there is a tendency for 
the persons responsible for production, for example, to carry more stock 
than is necessary in their endeavor to avoid any hold-up of production, 
which in itself is a matter of vital importance, but in doing so they are 
tying up funds which cannot be used for other purposes. If over-stock- 
ing is unchecked, the amounts involved, particularly when there are 
several branches or departments holding ‘that little bit extra’, could 
not only place a very serious strain on the company’s finances, but 
may also lead to serious losses if prices were to recede. The reverse 
position could be equally serious in that factory production could be 
held up and plant rendered idle for lack of supplies. Also, when prices 
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were on an upward trend, the opportunity to gain additional profits 
would be lost. In either circumstance it seems that the answer lies in 
intelligent control, which includes flexibility. 


The main difficulty is in deciding just what method of control 
should be used. It is impossible to generalize, as there is such a wide 
diversity in the various industries and trades, in customs, in methods of 
marketing, magnitude of business, modes of transport, importation, 
exportation, credit arrangements and duration of manufacture and 
treatment, that each concern has to consider and decide for itself upon 
the method best suited for its own purposes. As we are all aware, the 
‘ideal’ situation would be one in which we could conduct the business 
with no ‘investment’ in stocks whatsoever. (I recall a lucrative manu- 
facturing business of fair size which did in the past, and for considerable 
periods, function very satisfactorily without a penny-piece being tied 
up in stocks.) Generally speaking, modern business is not so fortunate; 
ways and means of keeping investments at reasonable levels have to 
be thought out and put into practice. 


Before considering the particular method by which our investment 
will be controlled, decisions have to be made as to what the stock require- 
ments of the business will be in relation to all its activities, and taking 
into account all the many and various vital factors which can effect 
the stocks position. In other words, we have to decide as to what levels 
of stocks should be held. This involves ‘Planning’ or ‘Budgeting’ for 
some time ahead, possibly six or twelve months, or even longer, not 
only in respect of stock levels, but for all activities of the business, 
which directly or indirectly affect stocks, such as sales, production, 
cash, maintenance, plant replacements, etc. The formulation of the 
plans necessitate estimation of quantities of products which will be 
sold, manufactured and held in process of manufacture, and detailed 
consideration of delivery problems, price trends, etc. We are all only 
too well aware of the complications and complexities of making such 
estimates. In this connection I would emphasize the urgent necessity 
for co-operation between the executives in all their various functions 
and of employing all available assistance from technical personnel, sales 
staffs, engineers, production staffs, etc., in building up the plans. Also, 
and this seems vitally important, if each departmental head is in com- 
plete agreement with the ultimate plan for his particular section — not 
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only will he be more co-operative at the planning stage, in the knowl- 
edge that his ultimate agreement will be sought, but he will also do his 
utmost to make sure that the ‘planned’ program is followed. As a result 
diversions will be minimized. 


Unfortunately, the best of plans and estimates seem to have a nasty 
habit of ‘going wrong’. Unforeseen circumstances do arise, such as 
unexpected price variations, temporary breakdown of plant and machin- 
ery, adverse weather conditions affecting transport and running of 
plants, industrial disputes, international relationships, the effects of 
new inventions, customer requirements, etc., any of which can easily 
upset the whole of the program. The plans have, therefore, to be flex- 
ible and will most assuredly require some amendments from time to 
time. 


We will now assume for our purpose that, after considering all the 
various factors, our plans have been prepared and agreed at all levels, 
and that the stock holding for all commodities have been decided upon 
as regards minima and maxima quantities for regular period ends 
whether daily, weekly, monthly, or perhaps quarterly. The question 
then arises as to how and where the predetermined levels are to be 
recorded and by what method they are to be compared with actual 
stocks carried. The answer to these questions will depend to a large 
extent upon the size of the business and the volume of stock items, but 
the important thing to be borne in mind is the speed and facility with 
which diversions from plan can be brought to light enabling the neces- 
sary corrective action to be taken. There are many ready-made record- 
ing systems on the market and according to the adverts one reads from 
time to time, they are all quite perfect and give results with the mini- 
mum efforts. If, however, one or other of these ready-mades are not 
entirely suitable, they can perhaps be modified to suit one’s own pur- 
pose, or alternatively, a tailor-made system will have to be evolved. In 
any case, some efficient stock record system will be essential, together 
with some means of bringing variations from plan promptly to notice. 
The most important point is that the record is designed in such a man- 
ner that it is capable of being maintained up-to-date with the least pos- 
sible effort. Several well known methods of stock recording come to 
mind, which have been found eminently satisfactory in suitable circum- 
stances, such as: 

Visible records with signalling devices. 
Punched card machines. 

Hand sorted punched cards. 

Manual and machine stock ledgers. 
Card systems. 
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I have already endeavored to stress the importance of the up-to- 
dateness of the records and I have found in practice that, however 
good the system may be, there always seems to be some time lag which 
is invariably unavoidable. As a result I have come to the conclusion 
that quite efficient control, at least on the physical side, can be attained 
by systematic stowage of the material, whether it be ‘tin-tacks’ or ‘rail- 
way tunnels’. What I am driving at is “Visual Control’ of stocks with 
all materials pre-counted or measured or weighed and stowed in consis- 
tent units within pre-determined limited space enabling the assessment 
of stock by little more than the merest glance, assisted possibly by color 
schemes to indicate pre-determined minimum, ordering and maximum 
levels. In such circumstances, the desired information is automatically 
up-to-date and the true position of the physical stock is there for all to 
see. The amounts invested are not, of course, apparent from this source, 
nor are totals available for value or quantities, but I do feel that the 
all-important information on the state of the physical stock is promptly 
spot-lighted at the time when corrective action can and must be taken. 
The financial aspect virtually follows the physical side and I feel that 
the control of the quantities of actual stocks in this manner provides the 
most speedy source of information to management and enables them 
to exercise a very practical control. Additional costs of such systematic 
storage is fairly expensive initially, but in the long run, with properly 
‘schooled’ personnel engaged on the work, ultimate economy with real 
‘control’ results. The limitation of storage space may sound a little 
drastic and in some circumstances be very inadvisable, but with due 
care in deciding the limits and given provision for ‘spare’ or ‘wholesale’ 
storage it is well worthy of serious consideration to ensure that over- 
stocking cannot take place. 


Whatever methods or systems may be decided I have come to the 
conclusion that in order to control efficiently our investments in stock 
it is necessary for us to: 


(a) know the amount invested at any given time 

(b) know the amount intended or planned to be invested at that 
time 

(c) have an efficient method of promptly reporting variations from 
plan, and 


(d) ensure prompt suitable action upon the reports. 


The detail involved in implementing the control will naturally 
vary in many ways. Where the volume of detail is great, it will prob- 
ably be found advantageous to sectionalize or classify the various stocks 
into groups of reasonable size in order to organize the clerical work 
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over the available staff, each group being separately controlled to ensure 
accuracy. Top management will possibly be more interested in the 
group or class variations whilst the detailed variations within the groups 
can be handled at lower levels. The point I am trying to make here is 
that the larger and more important overall variations need more urgent 
treatment at higher levels than the lesser ones which can often be more 
easily and speedily rectified. Reports of all variations should be made 
at the earliest possible moment in each section and the sections sum- 
marized into a complete statement as frequently as considered neces- 
sary or desirable and immediate action taken to rectify the position. 


I have mentioned a few points and touched upon some facets of 
problems connected with Stock Investment Control, as I see them, which 
although familiar to most of you are perhaps worthy of repetition. The 
question now arises ‘In which way can we, as Internal Auditors, be 
of service to management in this important matter?’. I submit that we 
could assist in the following ways: 

(1) Evolve a method of control which would be suitable to the 

particular concern. 

(2) Assist in the determination of the practical levels of stock 

necessary to efficiently run the business. 

(3) Systematically examine the records and make recommenda- 

tions in the light of changing conditions, as to further econ- 
omies, improved efficiency and variations to plans. 


Finally, and I think more importantly, “What can we do to ensure 
that the investment remains at reasonable levels?’ 


So much depends upon the set-up of the particular organization 
and the scope of the particular job, but I feel that by carrying out the 
following procedures we shall go a long way towards achieving the 
desired results: 

(1) Continually examine the planned levels in the light of current 

conditions and practice 

(2) Carefully investigate reasons for slow movement of stocks or 

redundancy 

(3) Consider effects of price variations 

(4) Examine variation reports and check efficiency of system 


(5) Produce action-provoking reports to management. 


There are many other problems connected with the subject and 
no doubt many other ways in which the Internal Auditor can be of real 
assistance to management and I look forward with considerable interest 
to hear further views and discussions. 








THE INTERNAL AUDITOR’S 
RESPONSIBILITY FOR 
COMMUNICATIONS” 


By E. BURKE GIBLIN 
General Foods Corporation 


Effective communications are essential to all business operations — 
and particularly to internal auditing. Adequate contact through com- 
munications does not come unsought, it must be developed and main- 
tained. 


The internal auditor himself has a responsibility for seeing that he 
is in the line of communication of matters which affect his work. If he 
does not speak out, he may be by-passed or neglected. 


EFORE we consider the internal auditor’s responsibility for com- 
munications, it would be worthwhile to establish the place of com- 
munications in the overall administrative structure of a business. 


In every business, regardless of size, you will find certain admin- 
istrative elements. These may be formally or informally expressed or 
perhaps they exist only in the minds of a few men — but nevertheless 
on close analysis you will find each of them present. These elements 
are: 


Objectives — which are the goals which the business hopes to 
attain, the accomplishment of which will bring about a profitable enter- 
prise. 

Organization Structure — which provides for the division of re- 
sponsibilities among executives in a logical, orderly pattern so that 
there is no overlapping, duplication, omissions or tangled relationships. 

Company policies — which provide the broad framework within 


which the business operates to attain its objectives. 


Systems, Methods and Procedures — which are the tools of admin- 
istration that provide the means for the orderly, efficient operation of 
the business under the organization plan with the proper number of 
personnel. 
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Job Specifications — either written or unwritten — which point 
out clearly the nature of each job and the kind of person needed to 
do it. 


Within this administrative structure each employee carries on his 
activities, but the one thing that is necessary to combine all these ele- 
ments into an effective operating unit is communication. It is through 
communications that objectives and policies are disseminated, the 
organization plan is understood, responsibilities and limits of authority 
become known and personnel are able to operate effectively. This is 
the ultimate purpose of communications— to make sure that each per- 
son in the organization is adequately informed on those things which 
he needs to know in order to perform his duties properly and to make 
decisions for which he is responsible. Obviously there are other things 
of general interest which he might like to know in addition and which 
may make him feel that he is on the team but he is at least entitled to 
be informed on that which he needs to make sound decisions no matter 
how far down the ladder of organization he may be. 


Since it is communications that give direction and unity of purpose 
and action to what otherwise would be an unorganized, ineffective group 
working as individuals, an appraisal of the effectiveness of a company’s 
communications should be included within the scope of every audit, and 
each auditor should assure himself that those with whom he comes in 
contact in the course of his audit work are adequately informed. I am 
not suggesting that auditors necessarily audit communications, as such, 
but they should be well aware of the situation at the end of any audit 
and if, in their opinion, communications are not satisfactory they should 
make it a subject of comment in their report. 


Basically, responsibility for communications is a line responsibility. 
It is a responsibility of every supervisor to keep those reporting to him 
adequately informed. If communications are unsatisfactory, it is because 
some supervisor has failed to pass on necessary information. You no 
doubt have noted that I am carefully distinguishing between essential 
and desirable information. It is essential for us to be informed about 
plans or decisions affecting the work which we do. It is desirable but 
not necessary for us to know all the things about our companies which 
are frequently found in news letters and other company publications. 


The auditing function has been described as a top management 
control — “the eyes and ears of management.” Its avenue of approach 
is through the books and records of the company but its scope is cor- 
porate-wide for the results of every decision and action are ultimately 
reflected in dollars and cents. In most companies it also is encouraged 
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to appraise the effectiveness of the operations it reviews and make 
recommendations based on sound business judgment. Obviously the 
auditor cannot fulfill his mission without being adequately informed. 
Each of you from your own experience know of situations where time 
could have been saved and results would have been more useful to man- 
agement had you had access to certain information while an audit was 
still in the planning stage. 


The auditor is concerned with communications in three areas: To 
top management — to be informed on matters which are of concern 
to him since they relate to his area of responsibility. 


To all other areas of the company — that proper lines of communi- 
cation are established so that he may be informed on matters which 
would bear review and audit. 


The third area of concern to the auditor is communications with 
his own staff — if the auditor is to have sound morale in his own organ- 
ization he must observe the golden rule by keeping his staff as well in- 
formed as he would like to be. Even if they are traveling and out of 
town he should take some means of keeping them abreast of the latest 
developments. It can be done in a variety of ways — occasional general 
memos, telephone calls on specific items, or by excerpts from weekly 
staff meetings which are attended by those who are present in the home 
office. 


In each of the above cases, the problem of communication is a two- 
way one — not only does the auditor want to know of top management 
plans or decisions affecting his area of responsibility but in addition he 
wants to be assured that management receives the information he has 
to give to them. 





Now, let us suppose that you, as an auditor, are dissatisfied with 
your communications —- your management is either unaware of its 
responsibility for good communications or somehow unable to achieve 
it— maybe they know nothing about the techniques of good communi- 
cations — what should you do? 


Well, as was pointed out before — communications are a line 
responsibility and therefore you should first look to your superior. 


Before that however, you might make a careful review of your 
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situation to make sure that you are not concerned about desirable in- 
formation — that it is not just a question of pride — that you feel badly 
because other people know some choice items of interest before you do. 
Any request for additional continuous flow of information must be tem- 
pered with good judgment and perspective, for it would be impossible 
and unnecessary for you to try to review everything that was written 
in the hope that you might find something of significance to you. Nor 
do I believe that it is reasonable for you to expect to be as well informed 
as the president or a member of the board of directors. 


If you have established that your problem is a real one, that there 
is information which you need and don’t get, the next step might be 
to review some of the material which is ordinarily available to the 
auditor in most companies to see whether you are missing something: 

By-laws of the Corporation 

Minutes of the Board of Directors 

Executive Council Minutes — or executive staff — whatever is the 

equivalent in your company. 


If you have these, you have general access to major plans and 
decisions, and should be pretty well informed on current matters of 
importance. 


If your superior is a member of top management (and I believe 
today that most auditors report to controllers or financial vice-presi- 
dents) he should have access to all the information you need and should 
pass it along to you. If he does not have it, his superior should have 
it and it should flow through the normal line channels to you. 


Basically, I believe it is the responsibility of the auditor to take 
intelligent steps to improve his own channels of communication. Much 
as we would like it, we cannot expect the entire organization, and top 
management in particular, to think always in terms of the interests of 
the internal auditor at the time they make plans and decisions. There- 
fore the burden to keep abreast of current happenings rests upon our- 
selves. It is at this point that we come into the area of the auditor’s per- 
sonal relationships. 


If we are not well informed it may be our own fault — if our 
superior doesn’t give us the information to which he has access, or 
should get from his superior, we have not established our need in his 
mind. The burden is on us to make him realize our need. We are the 
only ones who can do this. When this happens it is usually because 
the auditor and the auditing function is thought of merely as a check- 
ing function and there is little or no understanding of the contribution 
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it can make to management. Therefore top executives do not think 
to pass along the information we need to do a more effective job. This 
problem is one which the auditor himself must solve through his day- 
to-day activities by a demonstration of his broad approach to, and 
understanding of, business problems. There is no need to dwell on this 
because it is the greatest challenge and opportunity that the internal 
auditor has today. The two problems are inter-related. As management 
gains greater understanding of the help the auditor can give, the audi- 
tor’s communications will improve. No one ever fails to have good 
communications with those he believes can help him. 


Within the financial area the auditor should have excellent com- 
munications. He can arrange, if diaries are kept, to exchange his with 
other top members of the controller’s staff or set up other formal or 
informal means of communication with them. He should be able to 
get a great deal of information of use to him from the general account- 
ant, and the systems groups, but once again that depends on his relation- 
ships. If they recognize him as a source of advice and counsel they will 
keep him well informed on many things which are reflected on the books 
and will in many cases ask for his advice in advance. 


Ultimately the degree to which an auditor will be informed depends 
primarily on himself. 


He must plan to spend an adequate portion of his time in becoming 
acquainted with all areas of the business. If people know you and don’t 
visualize you as a policeman or one who is trying to show them up, 
you will find that you will be well informed. It is not necessary to 
restrict your appearances in the various areas of the company to audit 
visits — you should take every opportunity you can to meet those whom 
you will later contact during the course of your work. 


Now we come to the question of the grapevine. It exists in every 
company and we might as well face it. But the existence of an active, 
well-informed grapevine is indicative of the failure of the company’s 
communications. It could well be in any company that the grapevine 
would get an occasional important piece of information first but that 
should be the exception, if management is keeping the organization 
properly informed. 


It seems to me that the auditor ought to be well enough acquainted 
and not isolated— so that he knows what is on the grapevine — but he 
should never feed it information. If he does he is toying with his own 
reputation as a keeper of confidential information. 


There is no simple answer to the problem of communications. I 
cannot do more than generally outline some of the information which 
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gently a kit of tools. Simulation of real world conditions in the teaching 
of any practical subject is important. This is usually best accomplished 
by the development of an intellectual atmosphere as closely resembling 
that of the work-a-day world as possible. Since it is obviously impossible 
to “practice” internal auditing in a college course, the teachableness of 
the substance of internal auditing and progress therein becomes exceed- 
ingly important from the teacher’s viewpoint. 


Let us suppose, then, that a teacher looks at internal auditing 
progress. What might he look for? If found, what aspects or features of 
it would most interest him? I believe we can best get at this problem 
if we consider what a teacher is, because only then can we understand 
how an educator views internal auditing progress. 


One of the very best definitions of a teacher that has come to my 
attention is that set forth by Abraham Flexner in his work entitled, 
The American College: “The marks of a properly qualified college 
teacher are quite distinctive: he must be a broadly trained and broadly 
minded scholar, not necessarily a first-hand investigator: a purveyor, 
re-handler, relator rather than a discoverer.” May I invite your atten- 
tion to the emphasis upon breadth of training and the distinctive talent 
for re-handling and reshaping in order that he may convey to others 
that which is meat out of our accumulated knowledge. 


Now let us turn for a moment to the concept of progress. Just what 
progress are we talking about? There appear to be at least four facets of 
the idea which might be considered. First, is growth of this organization. 
It might be measured in terms of number of members, number of 
chapters, the frequency of meetings, the number of publications, etc. 
It is obvious that all of this is quantitative. Secondly, we might con- 
sider progress in terms of techniques. Here again we may consider both 
the number and the variety of the techniques — a quantitative notion. 
On the other hand, we might consider the quality of the techniques; 
that is, how effectively they assist the internal auditor in attaining his 
primary objectives. Thirdly, we might consider progress in terms of 
the development of a body of general principles. Here the emphasis 
would be upon the quality, because no principle is general unless it sets 
forth a relationship which universally applies wherever the subject 
and predicate of the proposition enunciated in the statement of the prin- 
ciple are present. Fourth and last, we may mean by progress the laying 
down and, ultimately, the full flowering of a fundamental philosophy. 
Of these four possibilities that I have enumerated, it appears that items 
2, 3, and 4 are really of interest to the teacher of internal auditing. As 
in many other phases of accounting and control, it is quite clear that it 
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is through techniques that general principles are applied and that out 
of the general principles it is possible to draw a fundamental philosophy. 
And it is these things which lend themselves to effective formal instruc- 
tion. 


Let us agree, then, that what is to be shared — and now I am talk- 
ing about sharing with teachers — are the fundamental philosophy, the 
general principles, and the techniques of internal auditing, as well as 
all evidences of improvement in them. Please notice that I have again 
emphasized the qualitative. This I do because I do not believe that 
progress can meaningfully be measured quantitatively. To look upon 
an increase in freight car loadings as evidence of progress would appear 
to be rather stupid. The freight cars might be loaded with instruments 
of destruction, or they might be loaded with all those things which can 
effectively be used to develop the more abundant life for all of us. Now 
the question arises as to the extent to which and among whom general 
principles, which are based on a fundamental philosophy and which are 
carried out through techniques, can be shared. Quite clearly they can be 
shared by other internal auditors who are the doers. 


Daily contact with the application of techniques places the prac- 
ticing internal auditor in a unique position to observe and study the 
general principles implied by the techniques used. Reflection upon these 
general principles ultimately yields a general philosophy. We ought, 
therefore, to look to the internal auditors on the job to provide the best 
writing on the subject. Only in this way is sharing possible. In contrast 
to the teacher, he is an original investigator. His task in any sharing 
is to provide that which is to be shared. These general principles can 
also be shared by all others in the business world interested in the results. 
Here I would include several groups: the controller and his staff, all 
supervisors in charge of operations, systems and procedures personnel 
and professional independent accountants. Each group in its own way 
and in the attainment of its own objectives can make excellent use of 
the philosophy, principles and techniques of internal auditing. Most of 
this group are users of the results. Lastly, they can be used by college 
students who are being trained to be both doers and users. 


It is important to observe that the sharing of internal auditing 
knowledge and progress by college faculty and students can be quite 
widespread. It is not limited to the few who may choose internal 
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auditing as a career. If courses of study are properly organized and 
taught by men who not only understand the philosophy, general prin- 
ciples and techniques, but who are sympathetic with the expressed and 
implied objectives of internal auditing, many students in schools of 
business and engineering can and will be reached. Some of them may 
choose to become internal auditors. Most, however, will come out of 
college with at least a nodding acquaintance with the field and thereby 
make easier and more profitable the work of the internal auditor. 


It is worth noting that other internal auditors are more likely to 
be interested initially in the techniques, whereas the college student is 
more likely initially to be interested in the fundamental philosophy. 
It is the fundamental philosophy and then the general principles which 
appeal to students and get them interested in a field of study and ulti- 
mately into the preparation for a professional career. 


Our next question, then, is how can this progress best be shared? 
Broadly, there appear to be two avenues of approach. One of these, of 
course, is by way of publications. On the one hand, we have the pub- 
lished volumes describing the work of the internal auditor; and on the 
other, interesting essays which appear in The Internal Auditor, the 
formal publication of your organization. 


What is published is of the utmost importance. It is to be hoped 
that more than procedures will grace the printed page. Too often the 
earlier writings in a new field of practical work are mere manuals. This 
happened, for example, in the field of accounting. The consequence is 
that such works ultimately become textbooks in schools and colleges and 
the damage is done. Let me illustrate. The subject matter of accounting 
is price system data accumulated, analyzed and statistically adjusted 
from the point of view of a specific operating unit in our economy 
called a business enterprise. Every elementary text in accounting (and 
practically all advanced texts) talk about assets, liabilities, proprietor- 
ship, revenues, income, net income, expense, cost, etc. None of them 
presents an operationally useful definition or concept for which these 
terms are word handles. The obvious consequence is a text which is 
primarily a manual of procedure. 


The plea I make is for texts and treatises that have substantive con- 
tent, real wheat, not chaff. This means that the authors must get far 
enough away from the detailed application of techniques to view them 
in the large, to see the whole rather than many parts. It also means 
that a broad philosophic approach must be adopted in the presentation 
of the subject matter and sound principles of logic applied in its devel- 
opment. 
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Admittedly such an assignment is a difficult task. The odds are 
against success. Again to draw an illustration from the field of account- 
ing, a careful examination of its literature will clearly show that the 
path-breaking, progress-making contributions were made by men in 
academic life — not by the practitioner. Let us hope that in the field 
of internal auditing the trend will be reversed. But it appears that for 
a full sharing more than publications is needed. In a brochure pub- 
lished by your national organization, there appears as part of the com- 
plete answer to the question, “What is a modern internal auditor?” the 
following statement, “There is no satisfactory substitute for first-hand 
observation of conditions and for personal contact with people om the 
job.” This notion applies with special emphasis in the case of relation- 
ships between college students and professional organizations. So I take 
the liberty of throwing out the suggestion that there be developed stud- 
ent chapters or student auxiliaries to the national organization, which 
will provide the medium for frequent contact throughout the school 
year between members of Tue INstrrure and the students. One of the 
surest ways of making this a success is to have a representative of the 
local chapter of Tue INnstirute or INTERNAL Avuprrors regularly 
attend meetings of the student groups. The overtures must be made by 
the internal auditors. There is no better way to develop and sustain 
a lively interest in professional work. 


Two other possibilities are worth noting. One is the internship 
program. This involves full time employment of college students for 
one term, usually during the senior year. Both student and employer 
benefit from the arrangement. The former enjoys an opportunity to 
sample both the work and an employer; the latter put a potential em- 
ployee through a test run. Many difficulties beset such a program. None- 
theless it seems to merit careful consideration. 


The other possibility is the employment of college teachers of in- 
ternal auditing during the summer months and while on sabbatical 
leave. The advantages are obvious. 


Suppose all this sharing, and more, is done: what may we expect 
as probable benefits? First of all, there will be clear-cut benefits accru- 
ing to the students. Many who at the present time are wholly unaware 
of your organization and of the kind of work which internal auditors 
do will become informed. This means that young men who possess the 
natural aptitudes for internal auditing work will be reached when they 
are students and can be properly guided in their programs of study to 
prepare themselves for a career as an internal auditor. 
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Tue Instrrurte itself will benefit in several ways: Contact with 
college faculty members is an excellent means of discovering the short- 
comings of existing literature about a field of study and is one of the 
best ways of pin-pointing deficiencies of method in sharing existing 
knowledge. It is also an excellent means of improving the teachability 
of extant material. It of course goes without saying that unless the exist- 
ing knowledge is put together and arranged in a teachable form the 
student is completely cut off from any possibility of sharing. Lastly, 
Tue Institute itself will be strengthened by the constant cross-fertiliz- 
ation of ideas which this contact with colleges and universities will 
engender, and it will over the years add to its membership better trained 
individuals. This in turn can add to the fund of knowledge about internal 


auditing and strengthen this and other organizations in the field of 
accounting and control. 








THE DEVELOPMENT OF INTERNAL 
AUDITING CONCEPTS 


Ten years can be a long time or a short one; which it is depends 
on the development that occurs within the period. Few will question 
that the past ten years in internal auditing have been “long” in terms 
of growth in concepts and application. 


At its tenth anniversary meeting, the Chicago Chapter heard from 
three of its past presidents — first, as to the development of broader 
horizons and concepts in internal auditing over the ten years of the 
chapter’s life — then, a description of the actual application of these 
broader concepts in a large business — and, finally, a note of warning 
that broader scope should not bring neglect of the original aims, that 
internal auditing effort must be balanced so that each part receives its 
due attention. 





CHANGING CONCEPTS IN THE LAST DECADE 
By JAMES F. BLAIR 


General Manager, The Association of Western Railways 


S Americans our guiding principles are symbolized by the words, 

Liberty and Evolution — Evolution in this sense means, constant 
change and improvement is a natural thing. Out of the application of 
those principles arise free men working for progress. 


Years ago, men felt we had gone beyond the point where progress 
was possible. It is difficult for us today to realize that as recently as the 
17th century thinking men felt they were living in the old age of a uni- 
verse in which all nature was decaying, — that is, we had gone beyond 
the point where progress was possible. 


You will recall it was about that time the then astounding intel- 
lectual work of the ancient Greeks and Romans had become assimilated 
by the thinkers of Europe; it was because of the work of these ancients 
that some intelligent men of the 17th century decided that the history 
of man would follow that of the flower, and that the flower of manhood 
had bloomed in the time of the Greeks and Romans so they — the 
men of the 17th century — were living in the autumn of the life of the 
universe. Of course, there were those who denied this and it was Francis 
Bacon (born 1561, died 1626) who gave voice to the thought that man 
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was not living in the old age of the universe but was at the threshold 
of great progress in understanding man and nature, which understand- 
ing would permit man’s utilization of the things around him to better 
his conditions. Bacon’s method for attaining continuing progress (the 
inductive method) was not readily accepted. Down through the entire 
17th century books and pamphlets were written by the recognized intel- 
lectuals of the day, some taking the side of Bacon and others writing 
to the effect that the universe was old and nature decaying. 


This conflict between tradition and progress was satirized by Jon- 
athan Swift, who, in 1704, published his book “Battle of the Books.” It 
is interesting to note that Bacon died in 1626 and Swift’s books satiriz- 
ing the conflict that arose out of Bacon’s ideas was not published till 
1704, indicating that even at that date (1704) there was an interest in 
that conflict between tradition and progress — between decay and 
growth. 


This same conflict occurs whenever a new idea is advanced. 

For many years the various editions of “Auditing, Theory and 
Practice,” written by Robert H. Montgomery, were the guiding light 
of auditors — internal or otherwise. In the 1916 edition of his book, 
we find the following under “The Purposes and Advantages of an 
Audit.” 

“In what might be called the formative days of auditing, students 

were taught that the chief objects of an audit were: 

1. The detection or preventions of fraud—Watchdog—Police- 
man. 

2. The detection or prevention of error—Carelessness of 
bookkeeper. 

But in recent years there has been a decided change in the demand 

and in the service.*** We must, therefore, relegate the former 

“Chief Objects” to a subordinate position without in any way 

deprecating their importance. The relative position of the present 

purposes are: 
1. To ascertain the actual financial condition and earnings of 
an enterprise for — 
a. Its proprietors 
b. Its executives 
c. Bankers or investors who are considering the pur- 
chase of securities 
d. Bankers who are considering the discounting or 
purchasing of its promissory notes. 
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2. The detection of fraud or errors, as explained in later 
chapters.” 


That statement denotes a change in concept but, since it was sim- 
ply a change within the accounting and financial fields, it was taken in 
stride. 


In the 1940 edition Montgomery still left the auditing function in 
the position of responsibility for financial and accounting matters, writ- 
ing that the auditor’s duties included the examination of financial 
statements, constructive criticism of accounting methods, consultation 
on current problems in which accounting is an important factor, and 
tax problems, as well as in accounting feature of leases, etc. Montgom- 
ery was a source of information for internal auditors until, in 1941, 
Victor Brink, a former National President of Tue INstrrute, published 
his book, titled “Internal Auditing.” In this book we find internal audit- 
ing defined as — 


“A systematic examination of the books and records of a business 
or other organization, by the employees of that business or organ- 
ization, in order to ascertain or verify and to report upon the facts 
regarding its financial position and its financial operation.” 

In this definition, Brink added to Montgomery’s definition the words — 
“By the employees of that business or organization.” 


On Page 38 of “Internal Auditing,” Brink redefines the purpose of the 
internal auditor and sets up six points — five of which relate specifically 
to matters of accounting records, but the sixth reads — 


“Other services to management of a direct nature in the way of 
providing an effective means of contact with field operations and 
an impartial reporting agency; the provision of personnel for exec- 
utive positions; and the furthering of the efficiency and economy of 
the outside audit.” 


Right now we are interested in that part of the statement which reads — 


“Other services to management of a direct nature in the way of 
providing an effective means of contact with field operations and 
an impartial reporting agency.” 


I am not at all sure, but I like to think that probably in that pro- 
vision Brink touched a chord that resounded in the mind of J. B. Thurs- 
ton, the first National President of Tue INstrruTe. 


J. F. BLAIR, who is General Manager of the Association of Western Railways, 
was one of the organizers and has been a past president of the Chicago Chapter of 
Tue Instrrute or INTERNAL AvupDIToRS. 
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In a talk before the Chicago Chapter on September 21, 1943, the 
very first formal meeting of our Chapter, John Thurston said: 


“Only in the very recent past has internal auditing been recog- 
nized in its true light — as an arm to management. Today, those 
who understand it, recognize it as a technique for providing man- 


agement with many important facts it would not otherwise 
have;***” 


He also referred to the auditor as the “seeing eye” of management; 
but, the implication being what it is, probably caused him to drop this 
reference. Later, in a discussion of the history of the first year of THe 
InstiruTE, John Thurston said: 


“Many think of the functions of the internal auditor as being 
identical with auditing performed by public accountants with this 
exception — that it is performed by an organization’s own em- 
ployees.” 





He went on to say 


“That statement was true in many companies, but that in the most 
modern the internal auditor performed three major functions— 


1. He acts as an arm to management; 


2. He rounds out and perfects the system of internal control; 


3. He directly participates in the verification of financial 
statements.” 


He adds — 


“It is as an arm to management that internal auditing has its most 
brilliant future. The potentialities of the internal auditor in this 
field have been almost entirely overlooked.” 


On September 18, 1945, there appeared before the Chicago Chap- 
ter, Mr. L. L. Ellis, Consulting Management Engineer of Booz, Allen 
and Hamilton, who spoke on the subject of “Organizational Responsi- 
bilities of the Internal Auditor.” In Mr. Ellis’ discussion of his subject, 
he had the following to say which seems to indicate that he, as a man- 
agement engineer, agreed with the “arm to management” concept. 


“The control responsibility of the internal auditor may be defined 
as the appraisal of results against predetermined standards for the 
accomplishment of established objectives in accordance with ac- 
cepted procedures. Such appraisal involves investigation, verifica- 
tion, analysis and recommendations. These recommendations may 
involve procedures or influence the revision of standards, thus 
bringing the internal auditor into those phases of control activ- 
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ity.*** (However) the value of the internal auditing function and 
its success is usually dependent upon the thoroughness and sound- 
ness of his appraisal work.” 

Mr. Ellis proceeded to outline the major responsibilities of the 
internal auditing function, but it is sufficient for our purpose here to 
note his remarks with respect to this responsibility as far as policies are 
concerned. He said — 


“The internal auditor should be responsible for investigation of, 
the application of, and adherence to, the established policies of the 
company. He should be thoroughly familiar with both the basic 
company policies and the various functional operating policies and 
should be in position to appraise their effectiveness, bringing any 
violations to the attention of management and making recommend- 
ations for improvements or modifications needed to meet changing 
conditions.” 


In 1948, Earle H. Cunningham, referring to the new concept of 
the internal auditor’s function, said — 


“Whether or not the internal auditor develops executive stature is 
a matter that rests entirely in his own hands. If he will broaden 
his knowledge of business, shed his clerical mantle, assume a man- 
agement perspective, and render a genuine constructive service to 
his company, he will gradually move to management status.” 


When an internal auditor is called upon to serve as an arm to man- 
agement, we may Call the task “Managerial Auditing.” The function is 
more extensive than that of a financial auditor, but it is in this latter 
area each internal auditor must make his mark before he will be called 
upon to serve in broader fields. Managerial auditing is the assignment 
when the internal auditor is called upon to act as the appraisal agent of 
business management in the solution of problems involving economic 
waste. 


The appraisal is of the effectiveness of management control. The 
notion is that useless expenditures will be discovered wherever ineffec- 
tive controls are found. This review and appraisal is not of the accuracy 
of financial reports and statements alone, but of the results obtained by 
all managerial control instrumentalities — policies, organization, stand- 
ards, etc. 


The notion that internal auditors can reasonably presume manage- 
ment will look to them for assistance in other than the financial field 
unquestionably arose out of the “special” assignments made to auditors 
by management. The “arm to management” idea has been fostered by 
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certain groups within Tue INstirute or INTERNAL Avuprrors. Harry 
Dexter and others appeared before this group some time ago as advo- 
cates — the first instance to my knowledge of members supporting this 
concept in meeting — other than Thurston’s remarks. 


The creative thinking which brought us to this new viewpoint was 
done by John Thurston and those associated with him, but the rest of 
us who must interpret and bring to reality this conception of the internal 
auditor’s function have to use our imaginations and take advantage of 
the opportunities for its application in practice. “Vision is indispensable 
to progress.” The practicability of this concept was made certain in my 
mind when I undertook to function as a manager. If you will study 
the activities of managers, you will find that much of their time is de- 
voted to review and appraisal. I believe John Thurston had that in mind 
when he proposed that internal auditors be an arm to management. 
Inasmuch as a large part of a manager’s function is the review and 
appraisal of the effectiveness of his control instruments, it follows that 
the internal auditor working closely with the facts can produce reports 
of vital assistance and in that way attain the growth, in the ranks, we 
all strive for. Let’s forget tradition with its ties to the financial side 
alone — let us progress by adding the important tasks of the managerial 
auditor. 





EFFECT OF THOSE CHANGING CONCEPTS IN 
ONE ORGANIZATION 
By H. E. DEXTER 


Auditor—Parts Depot, International Harvester Company 


Y part of the program is to get down to cases quickly and relate 

briefly how the changing concepts have influenced the audit work 
at Harvester. Internal auditing is not new to us as our sales districts have 
been visited regularly by internal auditors for nearly fifty years, and 
for half of that time I have either been associated with its internal audit- 
ing or had the work for which I was responsible subject to its appraisal, 
I can say without reservation that the changing concepts which have 
been made available to us through Tue INstirute have had a marked 
influence on our day-to-day decisions. 


When we think of the changing concepts in internal auditing in 
the past ten years, we think of those changes in terms of Tue INstrruTE, 
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because through chapter meetings, annual and regional conferences, 
and its publications, we have found a vehicle by which those new con- 
cepts have reached us all. Therefore, when we speak of the influence of 
Tue InstiruTe, we are in fact acknowledging the service that it has 
rendered in bringing those new concepts to us. 


Education is a never-ending process, and it is difficult in retrospect 
to review what we have learned in a step-by-step progression; and, 
so it is with appraising what has occurred in our internal audit depart- 
ment within the past ten years. We will attempt to do so however by 
outlining several examples of what the changing concepts have meant 
to us. 


1. We have adopted fully “The Statement of Responsibilities of 
the Internal Auditor” as published by Tue Instirure as being the 
objectives of our audit work. Full acceptance of this statement has 
meant a shifting of emphasis from the clerical or verification aspect of 
internal auditing to that of managerial auditing. We have not lost sight 
of the verification aspect of our responsibility, but we are attempting tc 
develop fully the possibilities of appraising, analyzing, and thinking in 
the broad terms of management. 


2. We have examined critically every detailed verification form- 


erly in our audit program to determine whether much of it could be 
supplanted safely through broader appraisals of the internal controls. 
This alone required that audit supervision, and internal auditors as well, 
through every available source of information, become better acquainted 
with the subject. This fuller appreciation of the protection that sound 
and functioning internal controls provide made it possible to eliminate 
a vast amount of detailed checking that had been thought necessary for 
many years. This reduction was made in conjunction with a joint study 
with our public accountants and after searching appraisal of some of our 
clerical verifications. In its place, internal control questionnaires were 
instituted, designed to point out weaknesses in the system. The prepara- 
tion of the questionnaire on each audit assignment has caused the in- 
ternal auditor to do more thinking and less mechanical verification. 
This requirement alone has elevated the level of the thinking of our 
internal auditors. 


3. For many years each of our internal auditors in the sales dis- 


HARRY E. DEXTER, began his affiliation with International Harvester Com- 
pany in 1927. After serving in various locations as accountant, office manager and 
internal auditor, in sales and manufacturing operations, Mr. Dexter transferred oper- 
ations as Auditor, Parts Depots, the position he now holds. 


m4 Dexter served as the president of the Chicago Chapter of Tue Instrrute, 
1952-53. 
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tricts had a clerical assistant assigned to him whose principal work was 
the verification of a mass of detail. The critical appraisal of this work, 
after a fuller appreciation of internal controls, resulted in a permanent 
reduction of 25 clerical assistants from our staff. The cost of salaries, 
traveling expenses, and employee benefit plans, etc. as applicable to 
the 25 employees was significant. In fairness we must not overlook 
reporting that the clerical assistants to the internal auditors had a splen- 
did opportunity for training in the Company’s operations, and we did 
lose this desirable feature; however, we believe that our audits at 
the present time are just as effective, if not more so, with considerably 
less cost. This reduction is pointed out as an example of the responsi- 
bility that we as audit supervisors have to constantly challenge the cost 
of auditing versus its value. 


4. During the past six years, internal auditing at Harvester has 
expanded into new and important fields. Prior to 1947, most of the 
internal auditing performed in our factories was done under local sup- 
ervision. In 1947, a committee recommended this expansion into factory 
operations, and through INst1iruTEe meetings, from its literature, and by 
contacts with other internal auditors, the Company received tremendous 
help in formulating this new and important program. Without the 
changing concepts and: the influence of Tue Institute, this expanded 
program might have been delayed. Even though it probably would have 
gotten started, the objectives undoubtedly would not have been as broad 
as those we now have. For example, without the changing concepts, it 
is possible that the program might have been set up on a narrow or re- 
stricted scale and management would not now be receiving the internal 
auditors’ observations in such areas as purchasing, materials control, 
and other phases of the plant operations beyond that of the accounting. 


5. Within the past two years, the central audit section in Chicago 


has been given the responsibility of conducting audits on a world-wide 
basis. Several audits of subsidiaries have already been made. The audi- 
tors’ findings have covered a great diversity of subjects, and their com- 
prehension of what constituted good business has impressed Foreign 
Operations with the importance of such appraisals. The acceptance of 
the value of internal auditing with its present perspective is best attested 
by the fact that several subsidiary companies are now selecting internal 
auditors to operate under their own jurisdiction and with the same broad 
objectives as the auditors from the central staff. We are now training 
internal auditors for the Brazilian, British, and Australian subsidiaries, 
and they are all receiving the benefits that the changing concepts had 
upon the domestic audit organization. 
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6. One of the great benefits that we have received from Tue Instt- 
TUTE is that of personal contacts with other men engaged in the auditing 
field. We have gained a feeling that we belong to an organization that is 
interested in our problems, and it has been a great satisfaction both to 
receive and give encouragement toward making internal auditing a 
more effective part of our respective businesses. Through these con- 
tacts, we have learned about business practices that are far removed 
from internal auditing, and it is this general knowledge that has in 
some measure helped us to get a fuller appreciation of management’s 
problems. Inventory has always been a problem, and at one of our 
meetings we picked up the idea of scheduling physical inventories at 
certain of our operations during the slack season. Up to this time we 
had always thought of inventories in terms of the year-end. We exam- 
ined the benefits of taking the inventory at a time when it did not inter- 
fere with the seasonal shipping and we found it could be taken at less 
cost and that we could balance our stock more efficiently with a lower 
inventory. As the idea was accepted by our public accountants, a change 
was made on a wide basis and it has been most acceptable and bene- 
ficial to operating personnel. 


7. We found that our old style of reporting couldn’t be continued 
with the present day volume, and we have now excluded almost all 
reference to items that were verified and found correct. In the past, our 
management has read thousands of audit reports stating that the cash 
was counted and found correct. Our audit reports are more closely edited 
than ever before. Any tendency to justify audit time by the length of 
the report is vigorously discouraged. The appearance of the report itself 
has also been improved materially in the past several years. 


The foregoing are examples of the effect that the changing con- 
cepts of internal auditing have had on the operations of our internal 
audit department. The effect has been real and it has been beneficial, 
and we have every reason to believe that the future of internal auditing 
holds an opportunity for each of us. In many cases the internal auditing 
literature is still ahead of our performance; therefore, our report to you 
is in a spirit of thankfulness for what has been achieved, but it is also 
in a spirit of humility when we consider the areas of service that lie 
untapped. 
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BALANCING THE NEW CONCEPTS 


By FRANK W. LENNON 
Assistant General Auditor, The Pure Oil Company 


REAT advances have been made in the field of our profession over 
the past decade. Not only have they been evident in our concepts 
as to what the functions of an internal auditor should be, but our tech- 
nique in regard to verification and appraisal has also changed. No longer 
do those who have the proper perspective in respect to the audit func- 
tion believe that the ideal examination is one in which every transaction 
is examined — but rather that the examination will be based upon an 
intelligent audit program wherein such factors as internal controls, 
verifications performed by public accountants, and cost of audit per- 
formance versus dollar value of risk involved, are given proper con- 
sideration. 


A proper balance should be struck between the concepts of internal 
auditing today with those of yesterday. Before attempting to strike such 
a balance it is necessary to have an understanding as to whether we 
believe that the changes in our concept of the internal auditing function 
have been such in nature that they definitely supersede our ideas of the 
past, or whether such changes have primarily supplemented and en- 
larged the scope of our profession. 


It is my opinion — and I would appreciate it being clearly under- 
stood that I am referring to concepts of internal auditing and not of 
techniques — that the changes that have taken place have primarily 
supplemented and enlarged our field of endeavor rather than super- 
seding the basic concepts of internal auditing as we originally under- 
stood them. 


Our concepts of internal auditing in the past were basically con- 
fined to examinations dealing with financial data, appraisal of controls 
and procedures, and the determination of compliance with company 
policies — whereas today such concepts have been enlarged to encom- 
pass examinations and surveys for management that deal quite directly 
with operations and its concurrent problems. 


If we agreed that the changing concepts of internal auditing have 
been primarily to enlarge the scope of the internal audit function, the 
problem is not one of balancing concepts — but is one of placing in 
proper perspective in our audit programs that phase of our work that 
is primarily concerned with verification, appraisal and compliance 
against that phase that deals with operational surveys and investigations 
for management. 








70 The Internal Auditor 


It would be impossible to lay down any hard and fast rules as to 
what should be the proper balance between these two principal responsi- 
bilities of the modern internal auditor. However, I would like to pass on 
to you a thought or two I have on this subject. 


There is no doubt that auditors will find more interest in the type 
of work that will be included under special operational reports to man- 
agement than in those reports concerned primarily with verification and 
compliance. This is only natural for, in the operational report, he will 
be dealing with a live issue, one in which management is keenly inter- 
ested; and the final results of his work will receive the enthusiastic 
reception that is so profoundly missing in respect to reports covering 
verifications and compliance. This type of work also presents opportun- 
ities for becoming acquainted with personnel and executives, with 
whom in ordinary circumstances the auditor would have little occasion 
to deal. Such contacts and working with such personnel on a construc- 
tive project are bound to bring a glow of personal satisfaction that one 
would have a difficult time experiencing on many verification and com- 
pliance audits. 


However, as fascinating and as interesting as this relatively new 
phase of internal auditing might be, we would fail most miserably in 
discharging the responsibilities of our profession if we permitted such 
activity to throw completely out of balance that phase of our work that 
assures top management of the reliability of accounting data, that com- 
pany assets are being protected, and that company policies are being 
adhered to. As uninteresting and as thankless as these phases of our 
work might be at times, and as unreflected are their results in terms of 
dollars and cents, where an internal auditing department exists, the top 
management of that company considers such department’s primary 
purposes to be associated with protective and assurance functions. We 
must therefore never lose sight of this phase of our responsibilities, 
regardless of how broad our scope might become. 


FRANK W. LENNON, Assistant General Auditor of The Pure Oil Company has 
been associated with this company for the past eighteen years. 


A graduate of the University of Illinois, Mr. Lennon taught at that institution, 
as well as DePaul University, and at present lectures in advanced accounting and 
auditing at Northwestern University. 


, Mr. Lennon served as the president of the Chicago Chapter of Tue Institute, 
1951-52. 
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GETTING THE RIGHT EMPHASIS 


N a recent article in “Business Week,” analyzing reasons for business 
success, the following statement was made: 


. . . Other facts certainly played a part — smart financing, dealer 
relationships, good public relations. But it should be obvious that 
anything other than product, aggressive selling, and modern plant 
and equipment is secondary in the success of business . . . 


As auditors, we are predominantly concerned with the success of 
our business. It would therefore seem logical that we should devote the 
main impact of our examination to the more vital parts of the business. 
But do we review our over-all audit program from time to time, having 
regard to man-hours devoted to auditing, and see whether we are fol- 
lowing the principle? 


Of course, the most vital elements of business success will vary 
among different classes of business undertakings. Perhaps the three 
factors mentioned by “Business Week” — manufacturing, selling and 
plant — don’t have the same importance in your particular business. 
Nevertheless, there must be some highlights. As competent auditors, we 
should ascertain exactly what they are and see that they are given the 
proper emphasis in planning our audit assignments. 





FRAUDULENT PRACTICES 


We recently posed the following question to four active members 
of Tue INnstiruTe or INTERNAL AUDITORS: 


“Where an employee is found to have been involved in fraudulent 
practices, should he invariably be discharged? Would the fact that he is 
(or is not) covered by a fidelity bond influence your decision?” 
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Here is the purport of their answers. 


No. 1. Each case should be considered separately on the substanti- 
ated facts. If the employee’s involvement included his knowledge of 
the fraudulent practices and he failed to bring it to the attention of his 
proper superior and particularly if the willful practice accrued to his 
personal gain directly or indirectly, there probably is very little ques- 
tion but that he should be discharged immediately. However, it is pos- 
sible to be coerced or to become a party to a fraudulent practice unwit- 
tingly, perhaps stupidly. In such instances, it is difficult to express a 
positive opinion without weighing all the facts. If such a man were 
retained, certainly due consideration should be given to removing him 
from any responsible position or type of work which might cause a loss 
to the employer. 


“Would the fact that he is (or is not) covered by a fidelity bond 
influence your decision?” In my opinion the answer to this is definitely 


No. 2. There are really two questions and, dealing with the first 
part — 


Where an employee is found to have been involved in fraudulent 
practices, should he invariably be discharged? — we believe that as a 
general rule in most companies, the answer would be “yes.” However, 
when the word “invariably” is included in the question, it would seem 
that there would undoubtedly be some exceptions to this rule. Extenuat- 
ing circumstances might be — the employee’s age, the amount involved, 
first offense, etc. Company executives would ordinarily review each case 
and might give the employee another chance, provided he was trans- 
ferred to a different position after a severe warning. I believe that statis- 
tics show that once a mature person has become involved in a fraud, 
he is more likely to become involved a second time. For this reason, if 
he was not discharged in the first instance, the circumstances would 
have to be unusual. The question of influence on other employees would 
have to be seriously considered. 


To answer the second part of the question — Would the fact that 
he is or is not covered by a fidelity bond influence your decision? — I 
understand that insurance companies which carry Commercial Blanket 
Bonds will not cover a person who has once defrauded unless there is 
an independent guarantor. If the fraud was a large one and the whole 
sum was recovered from the bonding company, they would undoubt- 
edly insist on his dismissal. If, on the other hand, the embezzlement 
was small and the employee subsequently made restitution, the bonding 
company might cover him again if the circumstances were unusual and 
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the additional security of an independent guarantor was given. It would 
seem that the company might be influenced to a considerable extent by 
the bonding company’s decision unless there was a firm policy in this 
regard. 

If no bond was carried and the company suffered a large loss, under 
ordinary circumstances, the employee would certainly be discharged 
and very likely taken to court. If the fraud was small and no insurance 
carried, here again, it would all depend on circumstances and company 
policy. 

No. 3. In case you wanted a yes or no answer to the first question, 
it would have to be no. Minor fraudulent practices, such as, use of com- 
pany postage on personal mail or excessive taxi fares on an expense 
report would not in my estimation warrant a release. On the other 
hand, fraudulent practices which unquestionably are executed for per- 
sonal gain at the expense of the company would warrant immediate 
discharge. Examples of this kind would be; services or material taken 
from an outside vendor intended to influence the action of the auditor; 
or concrete cases of manipulation of accounts or funds for the benefit of 
the employee. 

The fact that he is (or is not) covered by a fidelity bond would 
not influence our decision in connection with fraudulent practices. 

No. 4. In our company, any employee found to have been in- 
volved in fraudulent practices would be dismissed. This is contingent, 
however, on the fact that the company has definite and correct evidence 
that the employee was involved in such practices. No hearsay informa- 
tion would ever cause the dismissal of an employee in situations of this 
kind. 

Whether the employee was bonded or not would not influence our 
management’s decision for dismissal, provided the evidence and facts 
were conclusive in regard to fraudulent practices. It seems to me that 
there is a morale question involved where an employee is found to be 
involved in fraudulent practices if his services are retained. Ordinarily, 
in business, a person of this kind does not make a desirable employee to 
be continued in service, and such retention might be questioned by the 
bonding company and would result in the lack of bond support should 
said employee ever be placed in another position of trust. 

In our company, I believe, if several persons were detected involved 
in fraudulent practices and only one or two could be definitely traced 
to perpetrating the crime, and the others, while not perhaps profiting, 
were involved in some contributory violation of company rules or poli- 
cies which made it easier for the perpetrator of the crime, they, too, 
would be dismissed. 
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BASIC AUDITING 
PART 3 — SYSTEMS AND THE AUDITOR 


1. What are systems? 

Any single operation in our lives can be regarded in two aspects — 
raw material (or unfinished state) and finished product. It can be 
applied to a plate of steak (raw material) and a satisfied eater (finished 
product) ; in our business it can be applied to a potential purchaser (raw 
material) and a completed sale (finished product). It applies to prac- 
tically everything one can think of. How we get from one condition 
to another is the result of method. In the first case, we sit down, adjust 
our napkin, apply condiments (if the cook has not been sufficiently 
generous), pick up our knife and fork, cut the steak with our knife, put 
it in our mouth with the fork, chew it, swallow it, swill it down with 
coffee, put our knife and fork on the plate, and (if our national custom 
so demands) belch loudly as a token of our appreciation. It sounds very 
complicated, doesn’t it? It is. When you come to think of it, it took each 
of us years to learn. But, because we’ve done it so often, it has become 
second nature. 


Now, in eating steak, it doesn’t really matter how we do it, so 
long as we derive proper nourishment and satisfaction and refrain from 
causing displeasure to others in the process. But suppose we are mem- 
bers of a team. The situation is more complicated. If each of us sets 
about the task (and we'll now consider our second example — making 
a sale) in our own individual manner, we can cause endless upset and 
confusion. What we do has to fit in with other people’s actions. Except 
in a very small business, one man alone will not perform such actions 
as these: attract the customer into the store; assist or urge him to buy an 
article; draw it from storage; ship it to him; invoice him; charge his 
account; collect the money; record the necessary sales statistics; keep 
the inventory records, etc. How, then, do we set about it? There are 
several people involved. Sometimes there are more than one of a partic- 
ular class — a group of salesmen, for example. Their duties are either 
of a similar type to those of others, or one’s duty starts where the other 
one’s ends. Imagine, for example, that each did his job according to his 
own discretion. Result — chaos. Now let us suppose that there is a con- 
certed plan, where duties are defined and coordinated, all directed to 
the same end, and every member of the team trained in his duties and 
supervised to the extent necessary. Result — order. How did we create 
order out of chaos? By applying a system. 


We can establish these principles and facts: 
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(a) System may be described as a coordinated integration of meth- 
ods, whereby a given condition( raw material) is converted to 
a desired end (finished product). 

(b) System is necessary whenever we seek uniformity because a 
number of people are doing a similar job as a part of a con- 
certed action. 

(c) It is also necessary where the end product of one participant’s 
work becames the raw material for the next person’s job. 

(d) System depends on three essential elements to make it work- 
able. These are people, property and planning. 

(e) Since nothing operates in business without some degree of 
human effort, we need people. They are vital, we couldn’t get 
along without them. 

(f) In nearly all cases we need property, be it a mine, a machine 
or a pencil. 

(g) Above all we need planning, the conscious preparation that 
fuses people’s action and the use of property into a course of 
events that transmutes our raw material into a finished pro- 
duct. 


2. Enter the auditor 


System examination is about the most important part of the audi- 
tor’s duties. We can well understand this when we recognize that audit- 
ing consists mainly of sample tests designed to establish whether the 
system of control is satisfactory. 


To be effective, a system must possess the following qualities: 

(a) Accuracy. It must secure the necessary degree of exactitude 
required for the business operation in question. 

(b) Economy. It must not involve too heavy an expenditure to 
gain its purpose. 

(c) Simplicity. It must be readily understood, at least as to its 
component parts, by those who help to operate it. 

(d) Security. It must provide protection against errors of omission 
and commission and against fraud. 

(e) Flexibility. It must be capable of ready modification to meet 
the constant changes of normal business operations. 


In examining any part of a system, the auditor should satisfy him- 
self that these qualities are present. If any one of them is deficient he 
must be satisfied that its absence has to be accepted in order to attain 
another and more important quality. 


We can consider the elements and qualities of systems in a diagram 
such as this. 
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Before considering how the auditor can approach the task of system 
examination, let us take a brief view of the parts played by the three 
elements: people, property and planning. 


3. People 

3ecause people differ from each other, they are difficult to assess. 
However, unless a real attempt is made to understand them, to know 
how to apply their capabilities and to appraise their strengths and weak- 
nesses, it will indeed be difficult to study their relationships in a system. 

It may be appropriate to group them into categories and assess 
whether, as categories, they best serve their purpose in fitting into 
the system. This leads us away from the common fault of putting undue 
weight on personalities. Let us take a few examples at random. 


(a) Mental capacity 


In general terms, the higher a person’s mental capacity, the greater 
is his capacity for responsible work and the greater is his pay. Is 
the management using engineers as gravediggers, or vice versa? 
An extreme example, admittedly, but a feature that often occurs, 
in less extreme degrees, in both directions. 
(b) Physical capacity. 

Physical prowess demands higher pay and is also scarcer to obtain. 
It involves not only the size and strength, but powers of endurance, 
steady nerves, speed and other factors. The effectiveness of a system 
may be impaired by using a weakling to do a strong man’s job and 
will involve waste if Samson is employed as a file clerk. 


(c) Skill. 


Skill is a combination of mental and physical qualities, developed 
by experience. While these qualities may develop early in life, 
their combination requires long training. Where a job requires 
skilled work, the right people must be sought and trained. Con- 
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versely, an experienced C.P.A. should not be used as a receivables 
clerk. 


These points have intentionally been made extreme, but they are 
given as pointers of the important task, generally delegated by manage- 
ment, of selection, training and placement of employees. 


In reviewing a system, then, the auditor must consider such points 
as these: 


(i) Salary and pay administration plans, including relative pay; 
(ii) Selection, training and placement policies and practices; 
(iii) Personnel turnover experience; 

(iv) Incidence of accidents and sickness; 
(v) Job duties, responsibilities and qualifications; 


(vi) the tendency of molding jobs to suit people as distinct from 
molding people to suit jobs. 


People are vital to the operation of a system. The auditor cannot 
overlook them. 


4. Property 


In considering systems we must ignore the accounting differentia- 
tion between fixed assets and expense charges for materials. The dif- 
ference depends largely on the estimated useful life. The cost of a pencil 
is charged to expense, while the cost of a typewriter is normally capital- 
ized. However, the cost of expendable items( e.g., gasoline, electric light 
bulbs, etc.) may have an important operating significance in the aggre- 
gate, although individually negligible. 


When applying the consideration of property to a systems exam- 
ination, the auditor may consider such points as these: 
(a) Accuracy. 
Is the machine so designed as to perform its job properly? Does it 
stamp discs of the correct size? Does the stores requisition pro- 


vide for information that will enable the cost of materials to be 
recorded accurately? 


(b) Economy. 
Is use economical? Do we have a high power operation where a 
low one would suffice? Is excessive human effort used to conduct 
a machine operation? Could equipment be standardized and thus 
reduce costs? Are we using something that wears out fast, whereas 
a more durable material would be more efficient? 
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(c) Simplicity. 
Is the equipment such as to cause an unnecessarily complicated 
operation? Could it be modified so that unskilled labor could oper- 
ate it? 

(d) Security. 
Is the operation safe or hazardous? Can steps reasonably be taken 
to reduce accident risks? 

(e) Flexibility. 
Is the equipment or material such that it can be used for more than 
one purpose? Would stoppage of a special operation render it idle 
or surplus? 

5. Planning 


Effective planning defines a course of action leading to a specified 


objective. Plans generally start as broad courses of action. To make 
them effective we systematize them by breaking down the objectives 
into component sub-objectives, which, when coordinated, result in the 
desired operation. 


The five essential qualities previously discussed are just as signifi- 


cant here. 


(a) 


(b) 


(c) 


Accuracy. 

Is there a conscious and methodical design to achieve a desired 
degree of accuracy? If there is not — or if the results are too accur- 
ate for needs — we must seek out and correct the weak links. 
Economy. 

Can the work be done at a lower cost without sacrificing efficiency? 
Can we, for example, substitute low cost materials for high; use 
unskilled instead of skilled labor; use less fuel; combine operations; 
standardize different processes; put by-products to profitable use? 
An independent and sometimes non-technical mind can often spot 
areas where economies can be achieved. In a larger organization it 
may be advantageous to set up a permanent group whose object 
is to reduce operating costs by constant systems and methods an- 
alysis. 

Simplicity. 

Are the plans (i) simple as to end results and (ii) simple as to 
the means to gain those ends? Complication normally leads to con- 
fusion, lack of flexibility, poor communications, loss of economy, 
scope for error and fraud. However, simplicity is probably one of 
the hardest matters to achieve, particularly in the ever-increasing 
complexity of modern business. 
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(d) Security. 
Protection throughout all phases of the business is of vital import- 
ance, whether it be to provide safe working conditions, safe- 


guards against fraud and error, or adequate legal and insurance 
services. All angles need review. 
(e) Flexibility. 

Not only have equipment and labor to be kept flexible to meet 
anticipated or unexpected changes, but sometimes attention has 
to be paid to the flexibility of an entire operation, such as the 
ability of a plant making one product to go on to an entirely dif- 
ferent operation if the pattern of demand changes. 


It will be rare indeed if a business can operate in ideal circum- 
stances with regard to all of these five desiderata. A balance has to be 
kept. In taking his independent look, the auditor must weigh care- 
fully any suggestions he might have to offer. For example, an increase 
in protective measures might cause an undue increase in costs; simplifi- 
cation of a process might make it inflexible; greater accuracy in report- 
ing might cause such a delay as to make the more accurate reports stale 
and useless as management guides. In general terms, any significant 
change in the over-all planning mechanism of a system will need care- 
ful attention by management before being put into effect. 


6. Audit techniques. 


We have so far considered systems in terms of broad generalities 
and examples. Now we have to consider the techniques to be applied by 
the auditor in approaching the problem. It is a field where uniformity 
of approach is neither common nor desirable. It is something, too, that 
must be developed as each audit progresses. Here are some points which 
we may be able to use during an assignment. 


(a) Ascertain and note objectives. (Where an operation is performed 
without a known objective, regard it as a danger signal.) 

(b) See that objectives conform to over-all company policy. 

(c) Break objectives into sub-objectives, further analyzing each sub- 
objective into the elements of people, property and planning, and 
then into the qualities of accuracy, economy, simplicity, security 
and flexibility. 

(d) By such aids as formal questionnaires, routine questioning or gen- 
eral observations, see that there is apparently a reasonable degree 
of efficiency. 


(e) Use or prepare charts, diagrams, written procedures and similar 
aids as available. 
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(f£) Where appropriate, enlist technical aid (e.g. from company engi- 
neers, attorneys, etc.) 


(g) Where weak points are in evidence, recheck carefully to substanti- 
ate opinions formed. 


(h) In endeavoring to remedy weak points, use particular care and tact 
in consulting with (i) technicians, where needed, (ii) persons on 
the job, (iii) persons responsible. 


(i) Beware of the fact that people generally dislike changing work 
methods and even more dislike having faulty methods revealed by 
“an outsider.” If possible, then, try to inspire the persons primar- 
ily involved to indicate and suggest remedies for weaknesses. 


(j) See that organizational responsibilities and authorities are logically 
related to functions. 


(k) See that, in doubtful areas, there are properly defined and well 
understood statements of responsibilities and authorities. 


(1) Where practical, see that there is a financial accountability (e.g. 
as to sales volume, profits, etc.) for operating and administrative 
functions that is understood and used by the responsible executives. 


7. Conclusion. 


As auditors we may compare ourselves to doctors and the subjects 
of our assignments regarded as patients. The human constitution needs 
an occasional check up to make sure that it is in good working order. So 
also does a business operation. Like doctors, we must check that the com- 
ponent parts of the system are sound and operating properly. We use 
our own techniques for examination and are able to reach conclusions. 
Like doctors, we can call in a specialist if needed. Like doctors, too, we 
can warn of weaknesses in the system and recommend remedies. We 
must never underestimate the importance of system examination. It is 
a vital part of auditing practice and, when well done, provides one of 
the greatest services we can offer, as a profession, both to our companies 
and to business in general. 
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INTERNAL AUDITING CHECK LIST (Cont'd) 


22. Employees 


22.1 


22.2 


22.3 


Have you a definite program of selecting, training and assign- 
ing personnel? 


If you have an auditing department, are you using it to train 
junior executives? 


Do you try to obtain key men for your accounting depart- 
ment from the staff of your outside auditors? 


Are maximum salaries fixed for particular clerical positions? 


Are each employee’s duties clearly defined so as to make him 
solely responsible? 


Are all employees occupying positions of trust bonded ade- 
quately? 


Are vacations required of employees occupying positions of 
trust? 


Are employees shifted from one department to another? 
Are purchases by and loans to employees approved by an 
official? 

Are there any employees who should be assigned additional 
duties? 


Are there any supervisors who should be assigned routine 
work in addition to their supervisory functions? 


23. Payrolls 


23.1 


23.2 


23.3 


23.6 


Do you keep adequate records for each employee starting 
from the date of hiring? 


Is the hiring of new employees approved by a responsible 
official? 


Is the starting and subsequent changes in rates approved by 
a responsible official? 


Is an official notified whenever an employee leaves your em- 
ploy? 

If an employee prepares his own time card or sheet, is it 
checked and approved by an independent person? 


Are union contracts carefully studied so that employees are 
paid correctly? 
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Are governmental regulations governing employees also 


studied? 
Are employees paid by an independent person? 
If paid by cash, is a receipt obtained? 


Are unclaimed wages deposited immediately and credited 
to a liability account? 


If employees are paid by check, is a separate bank account 


used? 


Are payroll deductions properly authorized? 


Purchases 


24.1 
24.2 
24.3 
24.4 


24.5 
24.6 
24.7 
24.8 
24.9 

24.10 

24.11 


24.12 


24.13 


24.14 


Are standard purchasing routines established and adhered to? 
Are approved requisitions required for all purchases? 
Are all purchases centralized in a purchasing department? 


Are all purchase commitments made on approved purchase 
orders executed in writing? 


Are purchases orders prenumbered? 

Are purchases made orally, later confirmed? 

Are competitive bids obtained for all purchases? 

Is a record kept of purchase commitments? 

Are receiving reports prepared in all cases? 

Are receiving reports prenumbered? 

Is a permanent record kept in the receiving department? 


Are return purchases properly controlled and charged to 
vendors? 


Are claims against vendors and carriers for shortages and 
damaged goods carefully recorded and followed up? 


If goods are purchased for direct shipment to customer, is 
reference to sales invoice charging customer shown on pur- 
chase invoice and properly controlled? 


Do copies of purchase orders and receiving reports go direct- 
ly to the accounting department? 


Do vendors’ invoices go directly to accounting department? 


Are purchase orders, receiving reports and vendors’ invoices 
matched by the accounting department? 


24.18 


24.19 
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Is the sequence of purchase order numbers and receiving 
report numbers accounted for by someone in the accounting 
department? 


Is there a definite responsibility for checking vendors’ in- 
voices as to quantities, prices, terms, extensions and additions, 
freight and other charges? 


Do invoices from vendors carry the approval of the depart- 
ment head responsible before payment is made? 


Are accounting distributions or classifications established by 
responsible employees? 


Are vouchers prepared for all items of material and services? 


Are vouchers examined by a responsible official or employee 
to ascertain completeness of attachments and the various re- 
quired approvals? 


Is there a definite separation of the work of the purchasing, 
receiving and accounting departments? 


Do you have proper control over expenses which may not 
originate from purchase orders, such as: advertising, com- 
missions, electricity, freight, fuel, gas, insurance, interest, 
postage, professional services, rents, taxes, telegrams, tele- 
phone, traveling expenses, etc.? 





CORRECTION 


Because of an error in make-up, the biographical sketch for T. 
Reginald Cloake appeared in the article by Harry C. Davies instead of 
Mr. Cloake’s article “Foreign Operations” which was featured in the 
Student’s Department of the December 1953 isssue of The Internal 


Auditor. 
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ARTICLES OF INTEREST 
TO INTERNAL AUDITORS 


BRUNO VOLLPRECHT, Assistant Editor, directs 
attention to the following Articles of Interest 


Internal Auditing 
W. W. BIGG and J. O. DAVIES 
Published by H. F. L. Ltd., London, England, 1953 


A recent English publication on the subject of internal auditing 
which has come to our attention was co-authored by Mr. J. O. 
Davies, Chief Internal Auditor of the National Coal Board and a 
member of the London Chapter of our Instrrute. Mr. Bigg, col- 
laborator, is a practicing accountant, consultant, and editor. 


One finds in this book a definitive treatment of the British con- 
cepts of internal auditing: there is covered the scope and purpose 
of internal auditing; the organization of an internal audit depart- 
ment; the techniques of the internal auditor, and the reports he 
prepares. Separate chapters are devoted to the audit of cash trans- 
actions, the audit of payrolls, the verification of fixed assets, and 
the audit of receivables and inventories, the appendix contains an 
outline of notes on the relation of the internal audit to the statutory 
audit. 


Of particular interest to this reviewer are the authors’ comments 
with regard to internal audit techniques relating to the accounting 
and audit evidence. Under the heading of “accepting the evidence,” 
the authors discuss, first, the nature and validity of evidence, and, 
secondly, checking the evidence, i.e., the auditing procedures used. 
The second section deals briefly with the art of interrogation, ie., 
how skillful questioning can aid in the examination of accounts. 


This book should be of value to internal auditors, accountants, and 
students in England. Tue Instirute welcomes this new book to the 
growing literature of internal auditing. 


(175 Pages) 


How the Internal Auditor Can Properly Help The Independent CPA 
Perform the Annual Audit 


GEORGE A. LEE, CPA, Potomac Electric Power Co. 
Published in the Journal of Accountancy, December 1953 


Mr. Lee is a member and a past president of the Washington D. C. 
Chapter of our Instrrurte. Prior to joining his present company as 
internal auditor he practiced public accounting for several years. 


In this article, the author describes how the internal auditor and 
the outside auditor can collaborate effectively in carrying out the 
audit function. He singles out certain phases of the business where a 
coordinated effort is possible; he describes how the internal auditor 
can render assistance to the outside audition; and, he discusses pos- 
sible areas of joint audit participation. 


Reviewing briefly the differences between the work of the internal 
auditor and that of the independent public accountant, Mr. 
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points out that while both have a common interest, their respective 
objectives and methods of approach are different. However, such 
differences need not rule out cooperation between the two; and, as 
the author points out, the lack of coordination results in duplication 
and overlapping of the auditing function. It is to the advantage of 
both that methods of coordination and even joint participation, if 
and wherever possible, be worked out between the two. 


The author considers, next, phases of the audit where the internal 
auditor can help the independent public accountant. He cites the 
review of accounts receivable records: if the internal auditor makes 
a detailed check, the outside auditor will probably do only a limited 
review provided, of course, that the independent public accountant 
is satisfied. He states also that the internal auditor can prepare 
detailed schedules and analyses which can be used by the inde- 
pendent public accountant. Also, the internal auditor can perform 
special investigations. 


Lastly, Mr. Lee describes ways of achieving effective cooperation 
between the internal auditor and the independent public accountant. 
Close contact between the two is essential; the outside auditor 
among other things, should review the internal audit program, 
appraise the work, and make recommendations for improvement. 


Subject: How Monsanto Handles its Financial Planning and Control 


By: DANIEL M. SHEEHAN, Vice President and Comptroller of 
Monsanto Chemical Co., et al. 


Published in The Controller, December 1953. 


An interesting feature of the 1953 Midwestern Conference of the 
Controllers Institute, in St. Louis, was a panel discussion of the 
financial planning and accounting control program of the Monsanto 
Chemical Company by company representatives led by Mr. Daniel 
M. Sheehan. This article contains excerpts from the remarks made 
by each of the speakers and covers the following aspects of the 
subject: 


Financial Planning 
Return on investment 
Forecasting of cash 
Program for financing 


Accounting Control 
Budgetary control 
Internal auditing and control 
Production cost control 
Financial reports 
Charts and graphs 
Clerical cost control 


Accounting Research 


Each function listed above is dealt with briefly by each of the 
representatives from Monsanto, usually by the individual most 
closely connected with the activity; the objectives and procedures 
are given, emphasizing, of course, the “how-we-do-it” aspect of the 
function under consideration. 


Of eee interest to internal auditors are the remarks made by 
Mr. P. J. Dowd, director of internal auditing, who is a member of 
our St. Louis chapter. Mr. Dowd states that the internal auditing 
program is divided into three parts: (1) periodic survey of internal 
control; (2) scheduled audits; and (3) special assignments. Periodic 
reviews are made of all operations, directly affecting accounting 
Scheduled audits include verification of cash and securities, veri- 
fication of accounts receivable; observation of the taking of physical 
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inventories; and, a reasonable investigation of plant property 
accounts. An audit manual has been established and is used as a 
guide in determining whether the minimum requirements of each 
audit have been met. 


The remarks concerning the function of the accounting research 
department are also of interest. Mr. Cunningham, assistant comp- 
troller, states that this department developed from a desire to mech 
anize, or electronize, the accounting department; however, with the 
course of time, accounting research looked into all phases of the 
accounting department. He cites two noteworthy achievements: 
one, monthly profit figures and financial reports have been ad 
vanced from the 15th to the 5th day of each month; and, two, 
accounting procedures have been partially “electronized.” Account 
ing research is also looking into the problem of communications, 
especially the transmitting of information through electronic 
means. 


Subject: Electronics in Business 


By: JOSEPH J. PELEJ, Partner, Price, Waterhouse & Co., Systems 
Department 


Published in the Auditgram, December 1953 


The author of this article, Mr. Pelej, is a member of Tue Insti 
TuTeE or Inrernat Auprrons and has served as a member of the 
research committee of the N.A.C.A. In this paper Mr. Pelej reviews 
general mechanized bookkeeping and clerical operations, stressing 
limitations of the machines, and he outlines developments in elec 
tronic machines, describing types and capabilities of such equip 
ment. While the subject of his paper is slanted towards banking 
operations, the aspects of electronics accounting which he describes 
are applicable also to industry in general. 


Mr. Pelej describes briefly the areas within banking operations 
where mechanized equipment has been put to good use. He cites the 
wide use of automatic bookkeeping machines, special purpose office 
equipment, and, lastly, punched card installations. He recognizes 
the affinity between punched card equipment and electronic ac- 
counting machines pointing out that electronic machine designers 
must overcome some of the limitations of present punched-card 
equipment. 


The author discusses the needs and desires of businessmen with 
regard to an electronic information processing system. He relates 
those needs to present day electronic business machines stating that 
limitations of large scale digital computers arise out of inadequate 
terminal equipment and inadequate storage capacity. He describes 
the “in-put, out-put” problems in terms of business needs and elec- 
tronic machine characteristics. Lastly, he describes the developments 
made in magnetic tape devices and other related electronic equip 
ment. 


Subject: Calculated Risks In the Reduction of Verification Work 
By: CHARLES J. ROSS, CPA, Touche, Niven, Bailey & Smart 
Published in Retail Control, December 1953 


In this article, the author, an independent public accountant, ex- 
presses some thoughts on the streamlining of department store op- 
perations: he offers suggestions for improved procedures concen- 
trating upon the verification aspect of auditing and the calculated 
risks assured in the elimination or the reduction of verification 
work. At the outset the author states that “calculated risks represent 
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an effort to reduce the expenses of various operations to the point 
where probable losses attributable to thinner controls will not 
exceed the savings.” Consideration is then given to verification 
work in the following areas: 


Sales Checks and Customer Returns 
Customer Return Procedure 


Credit Authorization 

One and Two Controls For Cycle Billing 

Extensions On Vendor's Invoices 

Verification of Retail and Discount Calculations on Invoices 
One Departmental Record For All Stores 


In each of the above, the author points out common practices, 
recommended procedures, and control aspects. 


In concluding, the author points up the fact that there are two 
aspects to the problem of calculated risks: one deals with mechanical 
error; the other with the deliberate destruction of records, fraudu 
lent entries and stealing. The problems can be solved, the author 
contends, by, one, strengthening internal controls and, two, rais 
ing the quality of the employees. 


Subject: Budgeting as a Means to Control Manufacturing Costs 


By: J. W. McFarlane, Manager of Budgets, Ford Company 
of Canada Ltd. 


Published in Cost and Management, December 1953 


The author presents here a description of the development and 
use of the budget technique by Ford of Canada. In his introduction, 
the author states that budgeting contributes to effective manage 
ment in four ways: one, it aids in future planning through the 
forecasting of expenses; two, measurement of performance pro 
vides management with an incentive; three, the analysis of vari 
ances enables management to give attention to the causes of excess 
costs, and, lastly, budgeting will stimulate cost conscicusness 
throughout the organization. 


Continuing, the author explains how, in his company, a manufac 

turing expense budget is prepared. He outlines eight factors relat 
ing to a system of budget control which concern budget personnel 
Among these are: analysis of budget performance; flexibility of per 
formance measurement; and performance reporting. He describes 
briefly how the budget controls manufacturing costs, how cost 
control is obtained, and how cost reduction is achieved 


Subject: The Protection of Vital Corporate Records 
By: H. F. RUSSELL, General Controller's Staff, Eastman Kodak Company 
Published in the N.A.C.A. Bulletin, January 1954 


In this article, the author describes the methods used in his com 
pany in carrying out its records-protection program. Procedures 
for the microfilming of accounting records are discussed in detail 
as are those for other records. The system used for filing the films 
is also explained. 


With respect to the records-retention of the comptroller’s division, 
the author states that this division used the balance sheet as a guide 
to the work covered and as a means of classifying the records. The 
author then proceeds to describe the records which were micro 
filmed and those which were regarded unessential under each of 
the following balance sheet classifications: current assets; capital 
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assets; and liabilities. The microfilming program relating to journ- 
als, ledgers and payroll records is also described. Lastly, the author 
comments upon the storing of films, the need of legal advice in a 
records-retention program, and the relative cost of the program 
weighed against the risk involved when there is no plan. 


Subject: Management Controls — An Annotated Bibliography 
By: HENRY C. THOLE 


Published by the W. E. Upjohn Institute For Community Research, 
Kalamazoo, Michigan, 1953 


This 40-page booklet contains a list of the more important books and 
articles dealing with the subject of management controls. The bib- 
liography is classified by subject-matter and, then, by author. The 
The subject classification includes the following: plans and policies; 
organization for control; tools for control; appraising and measur- 
ing results; and company systems of control. Each book, or article, 
cited under the general subject is fully documented and a brief 
description of contents is given. Management personnel and busi- 
nessmen who are looking for a reference guide to printed material 
on the subject of management controls will find this bibliography 
especially helpful and valuable. 


Subject: Internal Auditing — An Introduction to the Audit of Industrial 
Management Accounts 


By: A. C. SMITH, C.A. 
Published by Sir Isaac Pitman & Sons, Ltd., 1953 


This new book presents from the English point of view the nature 
and function of internal auditing. By way of comparison, it is 
interesting to note that in his introduction, the author defines 
internal auditing as “the continuous and systematic process of exam- 
ining and reporting on the administrative system and accounting 
methods of a company or group of companies.” The author states 
further that the objects of this book are to consider both the audit of 
industial management accounts and the procedure for verifying 
systems of administration and accounting control. Emphasis 
throughout the book is placed upon the audit of systems rather than 
upon the verification aspect of auditing. 


The scope of the text can be better gleaned from the following 
aspects of the subject matter covered: 

The Nature of Management Accounting 

Internal Control 

Material Control 

Factory Overhead Control 

Cash Control 

Organization of the Internal Audit Department 
An interesting feature of this book are the two appendices: one, 


a brief discourse on statistical sampling methods for auditing; and, 
two, a series of internal control questionnaires. 


(240 Pages) 




















Publications of The Institute of Internal Auditors 





INTERNAL CONTROL AGAINST FRAUD AND WASTE 
by BRADFORD CADMUS and ARTHUR J. E. CHILD Price $5.65 
(Published by Prentice-Hall—70 Filth Ave., N. Y.) 


INTERNAL AUDITING IN INDUSTRY 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS Price $5.00 


INTERNAL AUDITING PHILOSOPHY AND PRACTICE 
Edited by CHARLES J. FUE Price $2.50 
(Published by Brock and Wallston—39 Atlantic St., Stamford, Conn.) 
CASE PROBLEMS IN INTERNAL AUDITING AND CONTROL 
by THE INSTITUTE OF INTERNAL AUDITORS Price $1.65 
(Published by Prentice-Hall—70 Filth Ave., N. Y.) ‘ 
BIBLIOGRAPHY OF INTERNAL AUDITING ? 
Listings by subject and author Price $1.50 


Collections of Conterence Papers 
NEW FIELDS FOR INTERNAL AUDITING 
Twelfth Annual Conf 8 pap Price $1.50 
EDUCATION AND SERVICE TO MANAGEMENT 
Eleventh Annual Conf 9 pap Price $1.50 
MANAGEMENT ACCEPTANCE (includes Bibliography) 
Tenth Annual Cont: 13 papers ( ) Price $3.50 


Other Published Material 
ORGANIZATION AND OPERATION OF AN 
INTERNAL AUDITING DEPARTMENT 
Research Report Price $1.00 
bh dSTRUCTOR'S MANUAL FOR A COLLEGE COURSE 
IN INTERNAL AUDITING Price $2.00 
THE INSTITUTE OF INTERNAL AUDITORS 
describing the organization No Charge 
STATEMENT OF RESPONSIBILITIES OF THE INTERNAL AUDITOR No Charge 
THE FIELD OF INTERNAL AUDITING 
Descriptive booklet for students No Charge 


Transfer Binders — for The Internal Auditor 
Box Binder to Hold Eight Issues (two years) Price $2.50 


A circular describing the above publications will be sent upon request. Orders should 
be sent to: The Institute of Internal Auditors, 120 Wall Street, New York 5, New York 


Other Publications On Internal Auditing 
(Write to publisher for further information) 
INTERNAL AUDITING FOR MANAGEMENT 
by FRANK A. LAMPERTI and JOHN B. THURSTON 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 


ere INTERNAL AUDITING 
y W. A. WALKER and W. R. DAVIES 
Y McGraw-Hill Book Company—330 W. 42nd Street, New York 18, N. Y. 


BASIC INTERNAL AUDITING 
by JOHN B. THURSTON 
International Textbook Company, Scranton, Pennsylvania 


INTERNAL CONTROL STANDARDS AND RELATED AUDITING PROCEDURES 
by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wallston—39 Atlantic Street, Stamford, Connecticut 


INTERNAL AUDITING 
by VICTOR Z. BRINK 
Ronald Press—15 E. 26th Street, New York 10, N. Y. 









































